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Arsht: The Business Judgment Rule Revisited

THE BUSINESS JUDGMENT RULE
REVISITED
S. Samuel Arsht*
Those legal precepts that speak to when a court will intervene

at the behest of stockholders in the decisions of the board of directors and impose liability on directors, officers, and controlling stockholders for their business decisions are central to any proposed revision of existing corporate governance policies. One such precept

is the business judgment rule, a common law principle of corporate
governance that has been part of corporate law for at least 150

years.' Notwithstanding its longevity, the business judgment rule
is today misunderstood, at least if one is to judge from the comments of its critics, who are, in the main, distrustful of state corpo-

rate laws and are led to suggest that the business judgment rule
promises more in the way of immunity from liability2 than in reality it does. The misunderstanding stems, I suspect, both from the
general failure to distinguish the business judgment rule from the
* Member, Delaware Bar. B.S., 1931; LL.B., 1934, University of Pennsylvania.
The author served as Chairman of the drafting committee of the Delaware Corporation Law Revision Commission, which drafted the Delaware General Corporation
Law enacted in 1967. He was a member of the American Bar Association Committee
on Corporate Laws from 1967 to 1977 and since 1977 has been a consultant to that
committee. The author and the law firm of which he is a member have represented
many of the litigants in the cases discussed and cited herein. The author gratefully
acknowledges the assistance of his colleague Craig B. Smith in the preparation of
this Article. This Article is an elaboration of the author's paper titled "The Business
Judgment Rule in Delaware and Its Applicability to the Fiduciary Responsibility of
Directors, Officers and Controlling Stockholders" delivered at the Delaware Corporation Law Seminar, Feb. 16, 1979, and published in 4 DEL. J. CoRP. L. 652 (1979).
A companion article by the author and Joseph Hinsey, IV, entitled Codified
Standard-Same HarborBut Chartered Channel appears in 35 Bus. LAw. (No.
3 Apr. 1980).
1. See, e.g., Smith v. Prattville Mfg. Co., 29 Ala. 503 (1857); Godbold v. Branch
Bank, 11 Ala. 191 (1847); Percy v. Mi~laudon, 8 Mart. (n.s.) 68 (La. 1829); Hodges v.
New England Screw Co., 1 R.I. 312 (1850).
2.

See, e.g., R. NADER, M. GREEN & J. SELIGMAN, CONSTITUTIONALIZING THE

CORPORATION 145 (1976); Cary, A ProposedFederal CorporateMinimum Standards
Act, 29 Bus. LAw. 1101, 1107-08 (1974) [hereinafter cited as Cary, FederalMinimum
Standards]; Cary, Federalism and Corporate Law: Reflections Upon Delaware, 83
YALE L.J. 663, 679-83 (1974) [hereinafter cited as Cary, Federalism and Corporate
Law]; Schwartz, Federal Charteringof Corporations:An Introduction, 61 GEO. L.J.
71, 108-09 (1972).
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presumptions and limitations that surround the rule's application and
from the tendency of courts to use loose language in expressing
the rule. 3 Subsuming the presumptions and limitations under
the term "business judgment rule" leads to confusion because
the single term is then employed with reference to wholly different aspects of the rule's application, which are governed by disparate legal principles.4 Judicial penchant for colorful phrases such
as "gross negligence," "gross abuse of discretion," and "palpable
5
overreaching" simply fuels the fire.
The current interest in, and emphasis on, directors as responsible overseers of the corporation 6 and the movement toward
requiring outside independent directors to assume the important
oversight responsibilities performed by, for example, audit, compensation, and nominating committees 7 make it imperative that
3. Inasmuch as Delaware decisions have borne the brunt of the criticism, this
Article focuses primarily on Delaware decisions in responding to such criticisms and
in attempting to dispel the confusion surrounding the scope and operation of the

business judgment rule.
4. See, e.g., Home Tel. Co. v. Darly, 355 F. Supp. 992 (N.D. Miss. 1973)
(confusing concepts of negligence and personal interest on part of directors), aff'd,
489 F.2d 1403 (5th Cir. 1974).
5. The speed with which those who advocate federalizing corporate law
pounce on the Delaware Supreme Court's use of the phrase "gross and palpable
overreaching" in Getty Oil Co. v. Skelly Oil Co., 267 A.2d 883 (Del. 1970), without
an appreciation of the special circumstances in which the term was used, see text accompanying notes 45-51 infra, is but one example of the confusion loose judicial
statements engender. See, e.g., E. FOLK, THE DELAWARE GENERAL CORPORATION
LAW 77-81 (1972); Cary, Federal Minimum Standards, supra note 2; Cary, Federalism and Corporate Law, supra note 2; Shreiber & Yoran, Allocation of Corporate

Opportunities by Management, 23 WAYNE L. REV. 1355 (1977). Inexplicably, Professor Folk did not treat the business judgment rule in his discussion of § 141(a) of the
Delaware General Corporation Law, which imposes on directors the duty of managing or directing the management of the corporation's business and affairs; rather,
he dealt with the business judgment rule in his discussion of § 144 of the Delaware
General Corporation Law, the subject matter of which, interested director transactions, is outside the scope of the business judgment rule. E. FOLK, supra, at 75-81.
6. See, e.g., Coffee, Beyond the Shut-Eyed Sentry: Toward a Theoretical View
of Corporate Misconduct and an Effective Legal Response, 63 VA. L. REV. 1099
(1977); Hershman, Opening Remarks, 27 Bus. LAW. 1 (spec. issue 1972) (ABA Nat'l
Inst. proceedings on Officers' and Directors' Responsibilities and Liabilities); Leech
& Mundheim, The Outside Directorof the Publicly Held Corporation, 31 Bus. LAW.
1799 (1976); Siller, "Taming" the Modern CorporationThrough Government Directors, 34 U. TORONTO FACULTY L. REV. 30 (1976); Soderquist, Toward a More Effective Corporate Board: Reexamining Roles of Outside Directors, 52 N.Y.U. L. REV.
1341 (1977); Solomon, Restructuring the Corporate Board of Directors: Fond
Hope-Faint Promise, 76 MIcH. L. REV. 581 (1978). For an overview of the criticisms of the current board structure, see Coombe, Directors'Duties and Responsibilities: New Dimensions, New Opportunities,95 BANKING L.J. 634 (1978).
7. See, e.g., Securities Exchange Act Release No. 34-14970, 43 Fed. Reg. 31,945
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the law clearly indicate the extent of protection afforded directors
against liability for good faith mistakes in judgment and for business decisions that prove unpopular with one or more stockholders.
The recent spate of decisions involving the authority of disinterested directors to preclude derivative actions8 has produced a renewed concern for the business judgment rule and highlights the
need for a clearer understanding of its purpose and operation.
Even its worst detractors would, I suppose, admit that the
fundamental premises underlying the business judgment rule are
salutary. Those premises are simply that, as human beings, directors are not infallible and are not able to please all of the stockholders all of the time. The first premise recognizes human nature, 9
the second the need to foster both business and judicial economy
by not allowing every corporate transaction to be subject to judicial
review at the request of a disagreeing stockholder. 0
(1978); Bloomenthal, Corporate Governance Through Disclosure-RecentDevelopments, 1 SEC. & FED. Cornp. L. REP. 9 (1979); The.Business Roundtable, The Role and
Composition of the Large Publicly Owned Corporation, 33 Bus. LAw. 2083 (1978);

Committee on Corporate Laws, The Overview Committees of the Board of Directors,
34 Bus. LAW. 1837 (1979); Greene & Falk, The Audit Committee-A MeasuredContribution to CorporateGovernance: A Realistic Appraisal of Its Objectives and Functions, 34 Bus. LAw. 1229 (1979).
8. See, e.g., Burks v. Lasker, 441 U.S. 471 (1979), rev'g 567 F.2d 1208 (2d Cir.
1978); Lewis v. Anderson, [current] FED. SEC. L. REP. (CCH) 97,153 (9th Cir. Oct.
29, 1979); Abbey v. Control Data Corp., 603 F.2d 724 (8th Cir. 1979), cert. denied, 48
U.S.L.W. 3436 (U.S. Jan. 8, 1980); Cramer v. General Tel. & Elec. Corp., 582 F.2d
259 (3d Cir. 1978); Miller v. American Tel. & Tel. Corp., 507 F.2d 759 (3d Cir.
1974); Lewis v. Adams, No. 77-266C (N.D. Okla. Nov. 15, 1979); Galef v. Alexander,
[1919 Transfer Binded FED. SEC. L. REP. (CCH) 96,758 (S.D.N.Y. Jan. 24, 1979);
k Nussbacher v. Chase Manhattan Bank, 444 F. Supp. 973 (S.D.N.Y. 1978); Gall v.
Exxon, 418 F. Supp. 508 (S.D.N.Y. 1976); Siegal v. Merrick, No. 77-Civ. 24-75 (CBM)
(S.D.N.Y. Oct. 24, 1974); Auerbach v. Bennett, 47 N.Y.2d 619, 393 "N.E.2d 994, 419
N.Y.S.2d 920 (1979). Subsequent to the writing of this Article, the Delaware Chancery Court in Maldonado v. Flynn, No. 4800 (Del. Ch. Mar. 18, 1980), declined to
follow the preceding cases. The court held that a determination by a committee of
independent, disinterested directors to terminate a derivative action against other directors to recover for alleged breach of fiduciary duty furnished no basis for dismissing the action. In denying the defendant corporation's motion to dismiss, the
court reasoned that, due to the history and nature of derivative actions, once a corporation has refused to bring the action there vests in a stockholder an independent
right to seek redress on behalf of the corporation for the alleged wrong, and it is beyond the directors' authority to compel dismissal of the action. Therefore, the business judgment rule was held to be irrelevant to the issue presented by the motion to
dismiss.
9. See, e.g., Godbold v. Branch Bank, 11 Ala. 191 (1847); Percy v. Millaudon, 8
Mart. (n.s.) 68 (La. 1829).
10. See, e.g., Karasik v. Pacific E. Corp., 21 Del. Ch. 81, 97, 180 A. 604, 611
10h
.
Davis v. Louisville Gas & Elec. Co., 16 Del. Ch. 157, 169, 142 A. 654,
659 (Ch. 1928); Greenbaum v. American Metal Climax, Inc., 27 A.D.2d 225, 231-32,
278 N.Y.S.2d 123, 130-31 (1st Dep't 1967).
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The importance of the business judgment rule for the current
deliberations over corporate governance does not lie only in the
rule's simple recognition that directors ought not be liable for honest mistakes of judgment or unpopular business decisions. Its significance lies also in the limitations to its availability as a defense to liability and the standard of directorial conduct those limitations
establish.
Far from constituting a shield from liability for fraud, mismanagement, or reckless decisions," the limitations on the business
judgment rule's application impose significant duties on a director
in the performance of his or her office. If the business judgment
rule has at times appeared to excuse deplorable behavior, it has
not been because the rule licenses such behavior, but because in
such instances either the plaintiff failed to establish the facts necessary to make the defense inapplicable or the then-prevailing
standards of conduct did not warrant, in the eyes of the court, the
imposition of liability under the developed facts.12 In the final analysis, whether the standard of conduct is imposed by common law
through limitations on the business judgment rule defense or by
statute, 13 liability of directors for their conduct in specific instances
depends largely on prevailing business practices and on the trier of
11. See authorities note 2 supra.
12. By way of illustration, the gratuitous services of directors were once of concern to courts. See, e.g., Briggs v. Spalding, 141 U.S. 132 (1891); Citizens Building
Ass'n v. Coriell, 34 N.J. Eq. 383 (1881); Spering's Appeal, 71 Pa. 11 (1872). However, the absence of compensation is not viewed as a mitigating factor in
determining a director's liability or the standard of care required of that director. See
Campbell v. Watson, 62 N.J. Eq. 396, 50 A. 120 (1901); W. FLETCHER, CYCLOPEDIA
OF THE LAW OF PRIVATE CORPORATIONS § 1031 (rev. perm. ed. 1975).
13. Some 19 states establish by statute a minimum standard of directorial conduct. ALA. CODE tit. 10, § 10-2-50 (1977); CAL. CORP. CODE § 309 (West 1977);
CONN. GEN. STAT. § 33-313(c) (1979); FLA. STAT. § 607.111 (West 1977 & Supp.
1979); GA. CODE ANN. §§ 22-713, -715 (1977); IDAHO CODE ANN. § 30-1-35 (Supp.
1979); IOWA CODE ANN. § 496A.34 (West Supp. 1978); LA. REV. STAT. ANN. §§
12:91, :92 (West 1969); ME. REV. STAT. tit. 13-A § 716 (1974); MD. CORP. & ASS'NS
CODE ANN. § 2-405.1 (Supp. 1979); MICH. COMP. LAWS § 450.1541 (1973); MINN.
STAT. ANN. §§ 301.23(2), .31 (West 1969); N.J. STAT. ANN. § 14A:6-14 (West 1969);
N.Y. Bus. CORP. LAW § 717 (McKinney Supp. 1979); N.C. GEN. STAT. §§ 55-32(i),
-35 (1975); OKLA. STAT. ANN. tit. 18, §§ 1.34b, 19.146c (1953); PA. STAT. ANN. tit. 15,
§§ 1408, 1707A (Purdon 1967 & Supp. 1979-1980); S.C. CODE §§ 33-13-150,
-190(b)(5)(B) (1977 & Supp. 1979); TENN. CODE ANN. §§ 48-813, -815(6) (1979). See
also ABA-ALI MODEL Bus. CORP. ACT § 35 (rev. ed. 1974). It should be emphasized,
however, that the standard of conduct for directors is not the same as the business
judgment rule, which operates only to protect directors if their challenged conduct
satisfies the applicable standards of loyalty and care. See text accompanying notes
113-123 infra.
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fact's perception of what conduct conforms to the common law or
statutory standard. Although that subjective standard may distress
some corporate law reformers, it is as necessary in assessing the liability of a director for the consequences of his or her business decisions as it is, for example, in assessing the liability of a doctor,
lawyer, or any other professional for the consequences of his or her
professional decisions. Indeed, the primary function of the business
judgment rule may be simply to accord to directors the same necessary protection that professionals enjoy under Anglo-American
tort law if sued for malpractice.
GENESIS OF THE RULE

The business judgment rule grew principally from the judicial
concern that persons of reason, intellect, and integrity would not
serve as directors if the law exacted from them a degree of prescience not possessed by people of ordinary knowledge. Both this
purpose and the limits of the business judgment rule find perhaps
their earliest American expression in Percy v. Millaudon,'4 an 1829
Louisiana Supreme Court decision involving the liability of bank
directors for losses resulting from defalcations by the bank's president and cashier. In a discourse as relevant today as 150 years ago,
the court articulated what we now generally conceive as the business judgment rule:
It is no doubt true that if the business to be transacted presupposes the exercise of a particular kind of knowledge, a person
who would accept the office of mandatory, totally ignorant of the
subject, could not excuse himself on the ground that he discharged his trust with fidelity and care.... But when the person who was appointed attorney-in-fact, has the qualifications
necessary for the discharge of the ordinary duties of the trust
imposed, we are of opinion that on the occurrence of difficulties,
in the exercise of it, which offer only a choice of measures, the
adoption of a course from which loss ensues cannot make the
agent responsible, if the error was one into which a prudent man
might have fallen. The contrary doctrine seems to us to suppose
the possession, and require the exercise of perfect wisdom in fallible beings. No man would undertake to render a service to another on such severe conditions. The reason given for the rule,
namely, that if the mandatory had not accepted the office, a person capable of discharging the duty correctly would have been
found, is quite unsatisfactory. The person who would have ac14.

8 Mart. (n.s.) 68 (La. 1829).
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cepted, no matter who he might be, must have shared in common with him who did the imperfections of our nature, and consequently must be presumed just as liable to have mistaken the
correct course. The test of responsibility, therefore, should be,
not the certainity of wisdom in others, but the possession of ordinary knowledge; and by showing that the error of the agent is
of so gross a kind that a man of common sense, and ordinary attention, would not have fallen into it. The rule which fixes responsibility, because men of unerring sagacity are supposed to
exist, and would have been found by the principal, appears to us
15
essentially erroneous.
A similar expression of the business judgment rule is found in
Godbold v. Branch Bank, 16 an 1847 Alabama Supreme Court decision. There, the bank's board of directors had appointed a fellow
director as agent for the bank to collect money and attend to certain bank affairs. 17 As compensation for such extra service, the
board voted to pay the director an additional $500 per year. It was
subsequently determined that the director's employment as agent
was unlawful and suit was brought against one of the authorizing
directors to recover the amount of the unlawful payments.' 8 In
absolving the director of liability predicated on his misunderstanding of the law, the court explained the business judgment rule:
The undertaking implies a competent knowledge of the duties of
the agency assumed by them, as well as a pledge that they will
diligently supervise, watch over, and protect the interests of the
institution committed to their care. They do not in our judgment
undertake that they possess such a perfect knowledge of the
matters and subjects which may come under their cognizance,
that they cannot err, or be mistaken, either in the wisdom or legality of the means employed by them. To exact such extreme
accuracy of knowledge from this or any other class of agents, to
whom of necessity a large discretion in the choice of means must
be entrusted, would be manifestly wrong, as it must frequently
happen, that after the utmost circumspection and caution, the
best possible course would not be pursued, and a loss be sustained, which as the event would show, might have been
avoided. The inevitable tendency of such a rule, would be hostile to the end proposed by it, as no man of ordinary prudence
would accept a trust surrounded by such perils. 19
15. Id. at 77-78.
16.

11 Ala. 191 (1847).

17. Id. at 196.
18. Id. at 199.

19. Id.
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One last early case, Hodges v. New England Screw Co. ,20
bears mention. In an effort to salvage the New England Screw
Company, its directors caused New England to purchase stock in
another company. It then forced that company to lend money and
extend credit to New England. 2 1 Although the court found that the
directors had undertaken the transaction in utmost good faith and
for what they believed to be New England's best interests, their
actions violated the company's charter, which did not authorize the
holding of stock in other corporations. 22 In refusing to hold the directors liable for the losses occasioned by the transaction, the court
made the following observation about the directors' liability for errors in judgment:
In considering the question of the personal responsibility of the
directors, therefore, we shall assume that they violated the charter of the Screw Company. The question then will be, was such
violation the result of mistake as to their powers, and if so, did
they fall into this mistake from want of proper care, such care as
a man of ordinary prudence practices in his own affairs. For, if
the mistake be such as with proper care might have been
avoided, they ought to be liable. If, on the other hand, the mistake be such as the directors might well make notwithstanding
the exercise of proper care, and if they acted in good faith and
for the benefit of the Screw Company, they ought not to be
23
liable.
The court reiterated that standard in simpler form three years
later: "We think a Board of Directors acting in good faith and with
reasonable care and diligence, who nevertheless fall into a mistake,
either as to law or fact, are not liable for the consequences of such
24
mistake."
I have quoted at length from these early cases not simply for
their significant historical interest, but because they express quite
clearly both the logic and the limits of the business judgment rule.
In essence, each court held that a director who dutifully attends
to his or her duties will not be personally liable for good faith business decisions. The rule is a necessary recognition of human fallibility. Courts have further justified the rule by a desire to conserve
judicial resources by not permitting every business decision to be
20. 1 R.I. 312 (1850).
21. Id. at 342.
22. Id. at 346-47.

23. Id. at 346.
24.

Hodges v. New England Screw Co., 3 R.I. 9, 18 (1853).
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reviewed in court 25 and by recognizing that business decisions frequently entail risk. 26 However, the principal genesis of the business judgment rule-human fallibility-remains the same.
In addition, the early cases are interesting because they
clearly emphasize the reasonable diligence and care demanded of a
director in the performance of his or her duties. The business judgment rule was not conceived as a defense that, once asserted, precluded judicial inquiry into the procedures and methodologies followed by the directors in making their challenged decision. In
none of the three cases was the court prepared to excuse directors
on the strength of their bare judgment exercised in good faith but
without due care. Instead, in each case the business judgment rule
was a starting point for inquiry into the directors' decisionmaking
process.
As an abstract proposition of law, the business judgment rule
remains remarkably the same today as it was 150 years ago in
Percy.2 7 The question that remains is why, if the rule was clear in
1829, is it today so frequently misstated by both its detractors and
its more ardent supporters to suggest that the rule constitutes an
impenetrable shield to liability.
GENESIS OF THE CONFUSION

Some advocates of federal chartering of corporations or the enactment by Congress of federal standards of directorial conduct
have seized upon the business judgment rule to support the thesis
that state law in the area of corporate governance is too lax and
that federal legislation is necessary to assure adequate standards of
directorial conduct. For example, Ralph Nader, in his report urging federal chartering,28 states that in Delaware the business
judgment rule has evolved into an absolute bar against judicial
scrutiny of mergers, parent-subsidiary relations, sales of assets,
stock option plans, stock repurchases, and other fundamental transactions absent a showing of "gross and palpable overreaching,"
fraud, or self-dealing. 29 Similarly, Professor William Cary, advo25. See cases note 10 supra.
26. See Committee on Corporate Laws, Changes in the Model Business CorporationAct, 30 Bus. LAw. 501 (1975).
27. See Schein v. Caesar's World, Inc., 491 F.2d 17, 18 (5th Cir.), cert. denied,
419 U.S. 838 (1974); Financial Indus. Fund, Inc. v. McDonnell Douglas Corp., 474
F.2d 514, 518 (10th Cir.), cert. denied, 414 U.S. 874 (1973); Nanfito v. Tekseed Hybrid Co., 341 F. Supp. 240, 243-44 (D. Neb. 1972), aff'd, 473 F.2d 537 (8th Cir.
1973); Otis & Co. v. Pennsylvania R.R., 61 F. Supp. 905, 910-11 (E.D. Pa. 1945),
affd, 155 F.2d 522 (3d Cir. 1946); W. FLETCHER, supra note 12, § 1039.
28.

R. NADER, M. GREEN & J. SELIGMAN, supra note 2.

29. Id. at 145.
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eating a federal corporate minimum-standards act, defines the Delaware business judgment rule as one in which a court will not interfere with a business judgment decision absent "gross and palpable overreaching." 30 Mr. Nader's and Professor Cary's articulations
of the Delaware business judgment rule may well have been influenced by Professor Ernest Folk's analysis of two Delaware Supreme Court cases that dealt with the business judgment rule. 3 '
According to Professor Folk, the effect of these cases
is to remove most transactions within corporate families from
effective judicial scrutiny and to put a heavy burden on a plaintiff either to establish self-dealing before the courts will look for
fairness or, if he cannot point to self-dealing, then to meet the
nearly impossible test of a "showing of gross and palpable over-

reaching. "32
The confusion exemplified by the foregoing criticisms of the
business judgment rule results primarily from the repetition of
statements made by courts without due concern for the context in
which they originally appeared. 3 3 The result is an appearance of
low standards of directorial and controlling stockholder conduct,
which is unsupported by the factual circumstances in which the
statements appear.
As the decision in Percy v. Millaudon34 attests, the confusion
with respect to the scope and operation of the business judgment
rule began early. In Percy, where it was determined that the directors had exercised sufficient care, the court indicated that liability could be established "by showing that the error of the agent is
of so gross a kind that a man of common sense, and ordinary attention, would not have fallen into it." 35 Since "common sense" and
"ordinary attention" should suffice to allay any suspicion
that the
"gross" error of which the court spoke would involve only the most
30. Cary, Federal Minimum Standards, supra note 2, at 1107-08 (1974); Cary,
Federalism and CorporateLaw, supra note 2, at 681-82 (1974).
31. Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971), rev'g 261 A.2d 911
(Del. Ch. 1969); Getty Oil Co. v. Skelly Oil Co., 267 A.2d 883 (Del. 1970), rev'g 255
A.2d 717 (Del. Ch. 1969).
32. E. FOLK, supra note 5, at 80-81 (1972). Professor Folk's statement is, on its
face, self-contradictory. "[M]ost transactions within corporate families," which, he
says, are removed "from effective judicial scrutiny," are, almost by definition, "selfdealing" transactions, that will be sustained only if the parties who controlled the
fixing of the terms sustain the burden of persuading the court that the terms were intrinsically fair. See text accompanying notes 96-99 infra.
33. See text accompanying notes 37-71 infra.
34. 8 Mart. (n.s.) 68 (La. 1829).
35. Id. at 78.
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imprudent acts imaginable, the word "gross" adds nothing and
invites misconstrual. 36 Had the court substituted "such" for "of
so gross a kind" the meaning of the sentence would not have
changed.
The Delaware courts have contributed to the contemporary
misunderstanding surrounding the business judgment rule by characterizing the "gross and palpable overreaching" standard as a "business judgment" test. This standard has only been applied to those
parent-subsidiary transactions where a determination of fairness is
meaningless or impossible because such transactions are never entered into by unrelated parties dealing at arm's length. The first
Delaware case to equate business judgment with the "gross and
palpable overreaching" standard was Meyerson v. El Paso Natural
Gas Co.,37 decided by the court of chancery in 1967. Meyerson

was a derivative action by a minority stockholder of an El Paso
subsidiary, of which El Paso held more than eighty percent of the
stock. Plaintiff sought an accounting from El Paso for alleged unjust
enrichment flowing from tax savings that resulted from consolidated income tax returns in which the subsidiary's tax losses were offset against El Paso's taxable income. 38 Since Meyerson involved
the fiduciary duty of a parent corporation to the minority stockholders of its subsidiary, the court held that the test to be applied
to the transactions was one of fairness, which is the test usually
applied where the business judgment rule is not applicable. 39 However, the court in Meyerson was concerned by the absence of a
standard by which to determine what a fair allocation of the tax
savings would be:
What then would be a fair allocation? ... [Ilt is impossible,
as between parent and subsidiary, to set fair standards for [tax]
allocation agreements. Nor does this impossibility justify
allocating the entire amount of tax savings to the loss-subsidiary,
particularly where it appears, as here, that the subsidiary itself
could not, in all probability, have ever availed itself of the use of
the loss. The question, then, is reduced to one of business judg36. And, indeed, Percy was described as holding that "directors are not liable
for errors of judgment unless they are grossly wrong." 3 W. COOK, A TREATISE ON
THE LAw OF CORPORATIONS § 703, at 2855 n.3 (8th ed. 1923).
37. 246 A.2d 789 (Del. Ch. 1967).

38. Id. at 789-90.
39. Id. at 790. See also Getty Oil Co. v. Skelly Oil Co., 267 A.2d 883, 886-87
(Del. 1970); Sterling v. Mayflower Hotel Corp., 33 Del. Ch. 293, 298, 93 A.2d 107,
110 (Sup. Ct. 1952); David J. Greene & Co. v. Dunhill Int'l, Inc., 249 A.2d 427,
430-31 (Del. Ch. 1968).
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ment with which the court should not interfere absent a showing
of 'gross and palpable overreaching.' No such showing is here
made. "40
Concluding that the plaintiff in Meyerson had failed to show "gross
and palpable overreaching," the court denied his motion for sum41
mary judgment.
The "gross and palpable overreaching" phrase seized upon by
the court in Meyerson was drawn from a dissenting opinion in Case
v. New York Central Railroad Co.,42 a case decided in the New
York state courts and summarized in Meyerson as follows:
Case v. New York Central Railroad Company ... was a mi-

nority stockholder's action which challenged the fairness of an allocation agreement whereby tax savings resulting from the filing
of consolidated income tax returns could be allocated almost exclusively to the parent corporation. The Supreme Court of New
York, Trial Term, dismissed the complaint on the ground that
the agreement was not unfair to minority stockholders of the
subsidiary. On appeal, the Appellate Division reversed the judgment of the trial court and entered judgment requiring the parent to account to the subsidiary for all of the tax savings retained
by the parent. After noting that the parent stood in a fiduciary
relationship to the subsidiary's minority stockholders, the Appellate Division held that the allocation agreement insofar as it
permitted the total appropriation of the tax savings to the parent
was unfair. In the course of its opinion the court recognized 'the
inevitable fact that there cannot be effective independent bargaining among affiliates.' Except to say that total appropriation
was unfair the court gave no indication of what allocation it
would have considered to be fair. Two justices of the court dissented saying: 'Even if there were an arm's length transaction, it
would be extremely difficult, if not impossible, to determine
what would be fair .. .Traditionally, what is fair is what these

two parties would agree on. But actually in such a situation the
terms of agreement would depend almost entirely on the bargaining ability and the personal characteristics of the parties.
Such factors defy the making of an estimate of the result that
would be reached ...When the factor is added that this agree-

ment could not be made by disinterested parties, it must be the
rule that anything short of gross and palpable overreaching does
40. 246 A.2d at 794 (emphasis added).
41.

Id.

42. 19 A.D.2d 383, 390, 243 N.Y.S.2d 620, 627 (1st Dep't 1963) (Steuer, J., dissenting), rev'd, 15 N.Y.2d 150, 204 N.E.2d 643, 256 N.Y.S.2d 607 (1965).
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not warrant court interference.' On appeal from the judgment of

the Appellate Division the Court of Appeals of New York reversed and reinstated the judgment of the trial court. The Court
of Appeals, in effect, adopted the reasoning of the dissent in the
Appellate Division, observing that the 'majority felt itself unable
to say what would be a fair proportion of the distribution of Central's tax loss looking forward from the date of judgment.' In conclusion the court said: 'No such faithlessness of the majority of
Mahoning [Central's subsidiary] directors to its corporate interests has been demonstrated as to warrant judicial interference
43
with the challenged corporate decision.'
Although the court in Meyerson linked the phrase "business judgment" to the "gross and palpable overreaching" standard that was
applied, it is evident from the whole opinion that the court was
not, as a general proposition, immunizing conduct by a controlling
stockholder or directors that fell short of "gross and palpable over44
reaching." Instead, like the courts in Case v. New York Central,
it was addressing the narrow question of what standard was applicable to a review of those parent-subsidiary transactions which by
their nature could not be subjected to a fairness inquiry.
In Getty Oil Co. v. Skelly Oil Co., 45 decided in 1970, the
Delaware Supreme Court followed the lead of the court in Meyerson, continuing to equate the "gross and palpable overreaching"
standard with a rule of business judgment. The facts in Getty were
simple.4 6 Getty and Skelly were both integrated oil companies with
public stockholders. Getty owned seventy-one percent of Skelly
stock, sufficient to elect the entire Skelly board. Before 1967, Getty
and Skelly each received its own oil import allocation under the
federal mandatory oil import program. Each company's allocation
was based solely on its own past use of imported oil. In 1967, the
federal administrator stopped awarding allocations to Skelly because it was controlled by Getty and continued to award allocations
to Getty based solely on Getty's own prior use. 47 Getty decided
not to share its allocations with Skelly and subsequently sought a
43. 246 A.2d at 792 (emphasis added) (citations omitted).
44. 19 A.D.2d 383, 243 N.Y.S.2d 620 (1st Dep't 1963), rev'd, 15 N.Y.2d 150, 204
N.E.2d 643, 256 N.Y.S.2d 607 (1965).
45. 267 A.2d 883 (Del. 1970), rev'g 255 A.2d 717 (Del. Ch. 1969).
46. Id. at 884-86.
47. The administrative determination that Skelly was a controlled corporation
and thereby ineligible for separate oil allocations was affirmed in Skelly Oil Co. v.

Udall, 288 F. Supp. 109 (D.D.C. 1968), modified on other grounds, 436 F.2d 910
(D.C. Cir. 1970).
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declaratory judgment stating that Getty was not obligated to share
its allocations with Skelly. Relying upon Meyerson, Getty asserted
that its decision to retain the entire allocation for itself should not
be set aside absent a showing of gross and palpable overreaching.
The Delaware Chancery Court declined to apply the "gross
and palpable overreaching" standard and instead applied a fairness
test, equating the nontransaction between the two related corporations with an actual transaction between them in which the majority stockholder had dealt unfairly with its controlled subsidiary.4 8
On that basis, the court adjudged that Getty must share its oil allocation with Skelly.4 9 The Delaware Supreme Court reversed, holding that Getty's fiduciary duty to its subsidiary did not require selfsacrifice from Getty.50 However, instead of clearly resting the
decision on the nondebatable ground that the mere status, without
more, of majority stockholder does not require the majority stockholder to assist its less than wholly owned subsidiary, the court,
citing Meyerson, held that Skelly had failed to show "gross and pal51
pable overreaching," which would warrant judicial interference.
As in Meyerson, however, Getty involved a parent-subsidiary transaction (actually, a nontransaction) that was not susceptible to a fairness analysis.
The Delaware Supreme Court's decision in Sinclair Oil Corp.
v. Levien 52 also repeated the "gross and palpable overreaching"
standard in the context of a parent-subsidiary transaction. 53 Plaintiff
in Sinclair sued derivatively claiming that Sinclair, owner of
ninety-seven percent of the stock of Sinven, the corporation in
which plaintiff was also a stockholder, had caused Sinven to pay excessively generous dividends, thereby preventing Sinven from significantly expanding its operations as would have been possible had
its dividends been smaller. 54 Plaintiff, as had Skelly in Getty,
claimed breach of fiduciary duty, and Sinclair's defense was that
the question of whether or not Sinven should pay dividends, and if
48. 255 A.2d at 720-21 (Del. Ch. 1969). The court distinguished Meyerson,
where it noted that a fairness determination was impossible, from the Getty-Skelly
situation, where an apportionment formula approximating "what fair arm's-length
bargaining would probably have yielded" was available. Id. at 721.
49. Id. at 722.
50. 267 A.2d at 888.
51. Id. at 887-88 (citing Meyerson v. El Paso Natural Gas Co., 246 A.2d 789,
794 (Del. Ch. 1967)).
52. 280 A.2d 717 (Del. 1971).
53. Id. at 722.
54. Id. at 720-21.
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so how much, was covered by the business judgment rule. 55 Again,
the Delaware Chancery Court disagreed with the controlling stockholder's claim that the business judgment rule was applicable. It
held that because Sinclair admittedly dominated the subsidiary's
board of directors, which distributed the criticized dividends, the
appropriate test was one of fairness, with Sinclair having the burden
of proof.56 Finding that Sinclair had failed to meet its burden of

showing that its action in causing Sinven to pay these dividends
was fair, the chancery court ordered Sinclair to account to Sinven
for its damages sustained as a result of the dividend policy. 57 The
Delaware Supreme Court reversed, holding that the payment of a
dividend in which all stockholders shared prorata is not a selfdealing transaction between a corporation and its controlling stockholder and, therefore, the question of whether the dividends were
greater than they should have been is governed by the business
judgment rule.58

Unfortunately, having reached that conclusion, the court proceeded to refer to no less than three ostensible business judgment
standards in various parts of its opinion. First, in summarizing
Sinclair's argument and its reliance on Meyerson, the court stated:
Sinclair argues that the transactions between it and Sinven
should be tested, not by the test of intrinsic fairness with the accompanying shift of the burden of proof, but by the business
judgment rule under which a court will not interfere with the
judgment of a board of directors unless there is a showing of
gross and palpable overreaching. A board of directors enjoys a
presumption of sound business judgment, and its decisions will
not be disturbed if they can be attributed to any rational business purpose. A court under such circumstances will not substitute its own notions of what is or is not sound business judgment. 59

Thus, in successive sentences, the court linked both "gross and
palpable overreaching" and "rational business purpose" to the business judgment rule.60 However, in doing so, the court may have
been only stating Sinclair's argument and not its own view of the
55. Id.
56.

261 A.2d at 916.

57. Id. at 921.
58.

280 A.2d at 721-22.

59. Id. (citations omitted).
60. The court's statement that a board's "decisions will not be disturbed if they
can be attributed to any rational business purpose," id., has been a source of confu-
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law. Later in the opinion, the court suggests that the rule was applicable only if the challenged conduct was grounded on a "reasonable business objective." The court said: "If a plaintiff can meet his
burden of proving that a dividend cannot be grounded on any reasonable business objective, then the courts can and will interfere
with the board's decision to pay the dividend." 61 Finally, in concluding that Sinclair was not liable for having caused Sinven to pay
dividends that prevented Sinven from expanding its business when
other wholly owned Sinclair subsidiaries were expanding theirs,
the court said the business judgment rule was applicable "absent
fraud or gross overreaching":
Since there is no proof of self-dealing on the part of Sinclair, it
follows that the expansion policy of Sinclair and the methods
used to achieve the desired result must, as far as Sinclair's treatment of Sinven is concerned, be tested by the standards of the
business judgment rule. Accordingly, Sinclair's decision, absent
fraud or gross overreaching, to achieve expansion through the
medium of its subsidiaries, other than Sinven, must be upheld.62
The court's statement that, in the absence of self-dealing, it
would not interfere with the decisions of Sinclair and of Sinven's
directors to pay the criticized dividends unless plaintiff could show
that such decisions were not grounded on any "reasonable business
objective" or "rational business purpose" is, in this writer's view,
a correct articulation of one element of the business judgment rule.
It should be assumed that a business objective or purpose is reasonable or rational only if its accomplishment is intended to serve
the corporation's best interests. On the other hand, the court's repeated references to Meyerson and its linkage of the "gross and
palpable overreaching" standard to the business judgment rule
should be viewed only as a further application of the "gross and
palpable overreaching" standard to that narrow class of parentsubsidiary transactions where an arm's-length fairness test cannot
be applied, and not as a definition of the business judgment rule to
be given general application.
sion and criticism. It has been claimed that this formulation of the business judgment rule puts upon a stockholder "the seemingly impossible task of proving 'irrationality.'" See E. FOLK, supra note 5, at 78. "Irrational" is an antonym of
"rational." However, "reasonable" and "reasoning" are synonyms of "rational," and
in view of the later reference in Sinclair to "reasonable business objective," it is
clear that it is in this sense that the Delaware Supreme Court used "rational."
61. 280 A.2d at 721.
62. Id. at 722.
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In short, given the historical origin and limited application of
the "gross and palpable overreaching" standard, it is this writer's
belief that such standard properly has application, if at all, only in
the narrow circumstances presented when dealing with some
parent-subsidiary relationships; that is, in those special situations
where a fairness determination is impossible due to the absence of
any criterion by which to judge the fairness of the challenged
transaction. Thus, the "gross and palpable overreaching" standard
should not be considered an element of, or confused with, the
business judgment rule as applied generally.
Fortunately, there are decisions of the Delaware courts, both
before and after Meyerson, Getty, and Sinclair and apart from the
narrow context of those cases, that do not refer to the "gross and
palpable overreaching" standard in describing the business judgment rule. In Bodell v. General Gas & Electric Corp.,6 3 the Delaware Supreme Court stated the business judgment rule succinctly
and comprehensively: "If in the particular case there is nothing to
show that the directors did not exercise their discretion for what
they believed to be the best interest of the corporation, certainly
an honest mistake of business judgment should not be reviewable
by the Court." 64 The court held that so long as "the acts of the directors objected to were performed in good faith, in the exercise of
their best judgment, and for what they believed to be the advantage of the corporation and all its stockholders," 6 5 the acts will not
be enjoined or the directors held personally liable. The court further held that "fraud, actual or constructive, such as improper
motive or personal gain or arbitrary action or conscious disregard of
the interests of the corporation and the rights of its stockholders"
will strip the directors' actions of the protection of the business
judgment rule. 66
In Warshaw v. Calhoun,67 a 1966 Delaware Supreme Court
decision, the business judgment rule was defined as follows:
In the absence of a showing of bad faith on the part of the directors or of a gross abuse of discretion the business judgment of
directors will not be interfered with by the courts. The burden
of showing the existence of bad faith or abuse of discretion rests
upon the plaintiff who charges that the corporate action was
63.
64.
65.
66.
67.

15 Del. Ch. 420, 140 A. 264 (Sup. Ct. 1927).
Id. at 426, 140 A. at 267.
Id. at 429-30, 140 A. at 268.
Id. at 427, 140 A. at 267.
43 Del. Ch. 148, 221 A.2d 487 (Sup. Ct. 1966).
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taken to benefit the majority at the expense of the minority. The
acts of directors are presumptively acts taken in good faith and
inspired for the best interests of the corporation, and a minority
stockholder who challenges their bona fides of purpose has the
68
burden of proof.
Similarly, in Chasin v. Gluck,6 9 a 1971 Delaware Chancery Court
decision rendered after Sinclair and Getty, the court stated that,
absent self-dealing, director defendants charged with responsibility
for corporate losses injurious to minority stockholders should not
be held accountable unless plaintiff could show that they were
70
guilty of "bad faith, negligence, or gross abuse of discretion."
While issue may be taken with the use of the word "gross" to modify the term "abuse of discretion," 71 it is submitted that Bodell,
Warshaw, and Chasin do accurately set forth the basic elements of
the business judgment defense without any reference to the "gross
and palpable overreaching" standard.
That neither the Delaware Supreme Court nor the Delaware
Chancery Court has attributed to the Getty and Sinclair cases the
broad immunizing effect that has been attributed to them by those
who would replace state corporate law with federal corporate law is
illustrated by a number of subsequent decisions. 72 Gimbel v. Signal Companies, Inc., 7 3 and Thomas v. Kempner 74 are of particular
interest.
In Gimbel, a Signal stockholder sued to enjoin the sale by
Signal of a wholly owned subsidiary to an unaffiliated buyer for
$480 million. The sale, which did not require stockholder approval, had been approved by Signal's board of directors at a special meeting and was soon to be consummated. Because there was
no personal interest or self-dealing, the court examined the transaction with the presumption in favor of the directors that they had
negotiated the sale honestly and had secured terms and conditions
75
believed to be expedient and in the corporation's best interests.
The court acknowledged that the facts would not support the con68. Id. at 157-58, 221 A.2d at 492-93 (citations omitted).
69. 282 A.2d 188 (Del. Ch. 1971).
70. Id. at 192-93 (citing Warshaw v. Calhoun, 43 Del. Ch. 148, 221 A.2d 487
(Sup. Ct. 1966)).
71. See text accompanying notes 34-36 supra.

72. See, e.g., Roland Int'l Corp. v. Najjar, 407 A.2d 1032 (Del. 1979); Singer v.
Magnavox Co., 380 A.2d 969 (Del. 1977); Tanzer v. International Gen. Indus., Inc.,

379 A.2d 1121 (Del. 1977).
73. 316 A.2d 599 (Del. Ch. 1974), aff'd, 316 A.2d 619 (Del. 1974).
74.
75.

No. 4138 (Del. Ch. Mar. 22, 1973).
316 A.2d at 608-09.
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clusion that the directors had acted so far without information that
they could have been said to have passed an unintelligent and unadvised judgment. 76 If the business judgment rule precluded intervention absent proof of irrationality or gross and palpable overreaching, the chancery court's inquiry would have ended there.
But it did not. The court preliminarily enjoined the proposed
transaction because there was sufficient disparity between the sale
price and what plaintiff's proof showed was the fair value of the
property being sold to raise serious questions about whether the
directors had acted outside the bounds of reason or recklessly in
approving the sale price, 77 a question to be answered after trial.
Of equal significance is the Delaware Chancery Court decision
in Thomas v. Kempner. 78 This was an action by a stockholder to
enjoin a sale by the defendant, Sugarland Industries, Inc., of its
principal asset, 7,500 acres of farmland. 7 9 Serious efforts had been
made to dispose of the land, and after several years an agreement
in principal was reached which, if consummated, would have resulted in the receipt by the corporation of $23,800,000. In the interim, however, a second purchaser came upon the scene and offered $27,000,000 for the property on the same terms. 80 Plaintiff
charged the defendant corporation's board of directors with improperly shutting their eyes to a better offer. No personal interest
or self-dealing was involved; nonetheless, the transaction was preliminarily enjoined, on the following basis:
[Tuhe fundamental error of business judgment on the part of the
director defendants in this case, which has led to the present impasse and provoked a need for injunctive relief, was their insistence in continuing to deal solely with White and Hill in midFebruary 1973, after it was readily apparent that at least one
other group was not only interested in acquiring the Sugarland's
lands here in issue but was willing to top White and Hill's offer
as to cash. In other words, at a time when Sugarland was about
to be put into a dissolution receivership, which when ultimately
accomplished will mean that the defendant directors or some of
them will be deemed trustees, corporate action was proposed
which appears to have been designed to obtain less than the
maximum price available for corporate assets because the principal of competitive bidding was ignored. 81
76.
77.
78.
79.
80.
81.

Id. at 615.
Id. at 617-18.
No. 4138 (Del. Ch. Mar. 22, 1973).
Id., slip op. at 1-2.
Id., slip op. at 7.
Id., slip op. at 11-12 (citations omitted).
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So much for the impenetrable shield of the business judgment
rule.

82

THE RULE STATED
Courts and commentators alike have attempted various formulations of the business judgment rule, 83 typically that a director
who diligently attends to his or her duties and exercises his or her
best business judgment on the questions facing the board will not
be held liable even if the judgment is faulty. 84 Such formulations
are, perhaps, too compact and convey too little of the rule's limitations as a defense. Thus, at the risk of repetition, and perhaps of
engendering some disagreement, the following statement of the
85
business judgment rule is proffered:
A corporate transaction that involves no self-dealing by, or other
personal interest of, the directors who authorized the transaction
will not be enjoined or set aside for the directors' failure to
satisfy the standards that govern a director's performance of his

or her duties, and directors who authorized the transaction will
not be held personally liable for resultant damages, unless:
(1) the directors did not exercise due care to ascer-

tain the relevant and available facts before voting to authorize the transaction; or
82. See also Maldonado v. Flynn, No. 4800 (Del. Ch. Mar. 18, 1980) (after
stockholders commence derivative action, directors lack authority to terminate litigation).
83. See, e.g., Nanfito v. Tekseed Hybrid Co., 341 F. Supp. 240, 243-44 (D. Neb.
1971), aff'd, 473 F.2d 537 (8th Cir. 1973); Otis & Co. v. Pennsylvania R.R., 61 F.
Supp. 905, 910-11 (E.D. Pa. 1945), aff'd, 155 F.2d 522 (3d Cir. 1946); Warshaw v.
Calhoun, 43 Del. Ch. 148, 157-58, 221 A.2d 487, 493 (Sup. Ct. 1966); Bodell v. General Gas & Elec. Corp., 15 Del. Ch. 420, 427, 140 A. 264, 267 (Sup. Ct. 1927); Casey
v. Woodruff, 49 N.Y.S.2d 625, 643 (Sup. Ct. 1944); cases cited in W. FLETCHER, SUpra note 12, § 1039. See also Lewis, The Business Judgment Rule and CorporateDirectors' Liability for Mismanagement, 22 BAYLOR L. REv. 157 (1970); Uhlman, The
Duty ff Corporate Directors to Exercise Business Judgment, 20 B.U. L. Rlv. 488
(194p); Note, The Continuing Viability of the Business Judgment Rule as a Guide
for Judicial Restraint, 35 GEO. WASH. L. REV. 562 (1967); Note, The Business Judgmerit Rule and the Declarationof CorporateDividends: A Reappraisal,4 HOFSTRA
L, REV. 73 (1975); Comment, The Business Judgment Rule: A Guide to Corporate
Directors'Liability, 7 ST. Louis U. L.J. 151 (1962).
84. Casey v. Woodruff, 49 N.Y.S.2d 625, 643 (Sup. Ct. 1944); Lewis, supra note
83, at 158.
85. The rule is stated only in terms of directors, but extends to corporate officers as well. Kaplan v. Centex Corp., 284 A.2d 119, 124 (Del. Ch. 1971); Kelly v.
Bell, 254 A.2d 62, 75 (Del. Ch. 1969), aff'd, 266 A.2d 878 (Del. 1970). To the extent
a majority or controlling stockholder usurps the function of the board of directors by
influencing or directing the directors' decision, such stockholder may have the benefit of the business judgment rule. Allied Chem. & Dye Corp. v. Steel & Tube Co., 14
Del. Ch. 64, 73, 120 A. 486, 491 (Ch. 1923). In either case, the same limitations on
the availability of the business judgment rule defense are applicable.
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(2) the directors voted to authorize the transaction
even though they did not reasonably believe or could
not have reasonably believed the transaction to be for
the best interest of the corporation; or
(3) in some other way the directors' authorization
of the transaction was not in good faith.
Omitted as redundant is a statement of the presumption accorded
86
by the courts to directors that their conduct satisfies the rule.
This expression of the business judgment rule embodies both
the substance of the rule itself and the principal limitations on its
availability as a defense. Implicit in this statement of the rule is
that there be an affirmative directorial judgment.8 7 Where the
charge is that by reason of inexcusable unawareness or inattention
the directors failed to take corrective or preventive action toward
matters about which something should have been done to prevent
harm to the corporation or its stockholders, the business judgment
rule provides no defense. Such a charge involves the failure to act,
not the exercise of any judgment. 88 In such cases, the appropriate
inquiry is simply whether the directors acted with the degree of
care required of them in the discharge of their duties. But having
made no deliberate decision, the defense that directors are not liable for honest mistakes of judgment is not available in such cases.
Deal v. Johnson8 9 is demonstrative.
In Deal, a trustee in bankruptcy sued the president and other
directors of Covington Grain Company to recover losses suffered
by the corporation as a result of the president's speculation in grain
futures. 90 Although the court ostensibly applied a "gross negligence" test,91 the evidence was more than adequate to support the

86. For a discussion of the operation of the presumption, see text accompanying notes 168-181 infra.

87. See, e.g., National Auto. & Cas. Ins. Co. v. Payne, 261 Cal. App. 2d 412,
413, 67 Cal. Rptr. 784, 790 (1st Dist. 1968); Burt v. Irvine Co., 237 Cal. App. 2d 828,
855-56, 47 Cal. Rptr. 392, 410 (1st Dist. 1965); Kaplan v. Centex Corp., 284 A.2d 119,

124 (Del. Ch. 1971); Kelly v. Bell, 254 A.2d 62, 72 (Del. Ch. 1969), aff'd, 266 A.2d
878 (Del. 1970); Casey v. Woodruff, 49 N.Y.S.2d 625, 643 (Sup. Ct. 1944).
88.

Thus, a number of celebrated cases do not involve the business judgment

rule at all. E.g., Graham v. Allis-Chalmers Mfg. Co., 41 Del. Ch. 78, 188 A.2d 125
(Sup. Ct. 1963); Kelly v. Bell, 254 A.2d 62 (Del. Ch. 1969), aff'd, 266 A.2d 878 (Del.
1970); Lutz v. Boas, 39 Del. Ch. 585, 171 A.2d 381 (Ch. 1961).
89. 362 So. 2d 214 (Ala. 1978).
90. Id. at 216.

91.

Id. at 218. Looking back to Godbold, see text accompanying notes 16-19

http://scholarlycommons.law.hofstra.edu/hlr/vol8/iss1/6

20

Arsht: The Business Judgment Rule Revisited
1979]

BUSINESS JUDGMENT RULE

judgment if a simple negligence standard had been used. The principal thrust of plaintiff's case was that the defendant directors
would have known of the president's speculation in grain futures if
they had properly informed themselves of the corporation's business affairs. 92 The defendants were absolved of liability, however,
after demonstrating the following facts: At an annual meeting of
stockholders and directors, the company's annual financial statement was presented and explained by the company's outside independent accountants. The directors raised questions about certain
commodities contracts, and the president explained that they were
purchased to protect the company's position and were not speculative. The directors and the company's accountant warned the president not to engage in any speculation, and the president assured
them that he would not. The president had been a responsible
businessman in the community for many years and there was no
reason to doubt his integrity. The outside accountant indicated to
the directors that there was no reason, based on his examination,
to order a special audit. The plaintiff's own commodities experts
testified that they would have been unable to detect speculative
commodities contracts had they been asked to examine the company's books and records; only a certified public accountant could
have uncovered such speculations as it was beyond an ordinary
businessman's ability to detect.
The evidence in Deal demonstrated that had the directors
made an independent examination of the company's books and an
examination into the character and truthfulness of the president,
they would not have detected any speculative commodities contracts nor would they have found a reason to doubt the president's
report. In short, having raised questions about the company's commodities contracts and having received a satisfactory response from
the president, the directors had exercised requisite due care.
Deal did not, however, involve the business judgment rule defense. The directors were not absolved of liability because they had
made an informed business decision; rather they had made no decision whatsoever except to rely upon the president's representations. If the business judgment rule is to be implicated at all in
cases like this, it should only be to the limited extent that the disupra, one can only wonder where the Alabama courts found in the interim a "gross

negligence" standard.
92.

362 So. 2d at 217.
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rectors' decision to rely upon the representations of the company's
president was the product of good faith business judgment.
The business judgment rule thus properly concerns only those
instances in which a challenge is made to a transaction that the directors authorized or to their decision not to authorize or approve a
transaction. Such challenges are made most often in a suit by a
stockholder to enjoin a proposed transaction or to recover from directors damages allegedly suffered by the corporation as a consequence of a completed transaction. Sometimes, both forms of relief
are requested alternatively in the same suit. In each case, the central issue should be whether the directors complied with the legal standards that courts apply to determine whether they have
properly performed their duties. If such standards are met, the
court should neither enjoin the transaction nor hold the directors
personally liable.
Under this conception, the business judgment rule furnishes
not only a defense to liability for honest mistakes of judgment, but
also an outline for the relevant inquiries in determining whether
the directors have conducted themselves in such manner as to be
entitled to the defense. As such, the rule functions not to preclude
inquiry but to guide it, for where a business decision of directors is
challenged, the court must examine the evidence concerning the
circumstances in which and the information on which the directors
made their decision. This inquiry is made, not for the purpose of
ascertaining whether the decision made was correct or one which
the court would have made, but to ascertain whether the evidence
does or does not establish that the directors exercised due care and
believed, on a reasonable basis, that the challenged transaction was
93
in the corporation's best interest.

THE

RULE IN OPERATION

Having phrased the business judgment rule in terms suggestive of an outline for an inquiry into whether the defense is available, it seems appropriate to make some observations concerning
each element of the rule. In doing so, no pretense is made that every case applying the business judgment rule has been considered.
Blather, the commentary that follows is intended only to highlight
each element and its fundamental concerns.
93. See, e.g., Gimbel v. Signal Companies, Inc., 316 A.2d 599 (Del. Ch.), aff'd,
316 A.2d 619 (Del. 1974); Auerbach v. Bennett, 47 N.Y.2d 619, 393 N.E.2d 994, 419

N.Y.S.2d 920 (1979).
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PersonalInterest Limitation-Duty of Loyalty
Some forty years ago, the Delaware Supreme Court in Guth
v. Loft94 articulated the duty of loyalty owed by directors to the
corporation they served:
Corporate officers and directors are not permitted to use
their position of trust and confidence to further their private interests. While technically not trustees, they stand in a fiduciary
relation to the corporation and its stockholders. A public policy,
existing through the years, and derived from a profound knowledge of human characteristics and motives, has established a rule
that demands of a corporate officer or director, peremptorily and
inexorably, the most scrupulous observance of his duty, not only
affirmatively to protect the interests of the corporation
committed to his charge, but also to refrain from doing anything
that would work injury to the corporation, or to deprive it of
profit or advantage which his skill and ability might properly
bring to it, or to enable it to make in the reasonable and lawful
exercise of its powers. The rule that requires an undivided and
unselfish loyalty to the corporation demands that there shall be
no conflict between duty and self-interest. 95
The "profound knowledge of human characteristics and motives,"
from which was derived the public policy and duty of loyalty announced in Guth, requires also a recognition that where a director
or controlling stockholder stands to benefit personally from the decision as a director or controlling stockholder, his or her business
judgment is likely to be affected by personal interest. Indeed, the
law presumes that in cases of personal interest or self-dealing the
individual benefit, not the corporate best interest, will have governed the decision. 96 Thus, where a director or controlling stockholder has a material personal interest in the outcome of a transaction or is engaged in self-dealing, it will fall to that individual to
prove that the transaction he or she authorized is intrinsically fair
to the corporation and its stockholders. 97 Otherwise stated, where
94. 23 Del. Ch. 255, 5 A.2d 503 (Sup. Ct. 1939).
95. Id. at 270, 5 A.2d at 510.
96. See Gans v. Marlowe Pen Co., 112 Ill. App. 2d 52, 250 N.E.2d 811 (1st Dist.
1969).
97. See Blake v. National Research Assocs., Inc., 466 F.2d 570, 572 (4th Cir.
1972); Pappas v. Moss, 393 F.2d 865, 867 (3d Cir. 1968); Wilshire Oil Co. v. Rifle,
381 F.2d 646, 652 (10th Cir.), cert. denied, 389 U.S. 822 (1967); Taussig v.
Wellington Fund, Inc., 313 F.2d 472, 479-80 (3d Cir. 1963); Bennett v. Propp, 41
Del. Ch. 14, 22, 187 A.2d 405, 409 (Sup. Ct. 1962); Sterling v. Mayflower Hotel
Corp., 33 Del. Ch. 293, 298, 93 A.2d 107, 110 (Sup. Ct. 1952); David J. Greene & Co.
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such a personal interest or self-dealing is shown to exist, a presumption of overreaching arises that can be overcome only by
proof of intrinsic fairness. 98 This has been denominated the intrinsic fairness rule. 99
There is no presumption that a challenged transaction either
does or does not involve self-dealing or other personal interest that
would affect the applicability of the business judgment rule defense. Therefore, the party challenging the transaction must prove
self-dealing or personal interest to make the defense inapplicable.
Self-dealing, in this context, means any attempt by a director or
controlling stockholder to appropriate to himself or herself corporate assets other than prorata with other stockholders100 or a situation where a director or controlling stockholder stands on both
sides of the transaction. 1 1 While any instance of a director's selfdealing will make the business judgment rule defense inapplicable
as to him or her, not every "personal interest" will have that effect.
To remove business judgment as a defense, the director's "interest"
in the transaction must be tantamount to self-dealing or the transaction must be one in which he or she personally receives some
tangible benefit not received by the corporation itself or by all
stockholders prorata, for which personal benefit he or she does
not personally give consideration of commensurate value. The assertion by a complaining stockholder of a director's personal interest
may cause the court to examine more critically the evidence offered by the director, but unless the plaintiff proves personal interest of the required character, the director will have the benefit
of the business judgment rule defense. Whether in a given instance a director's personal interest will preclude the business
judgment defense will depend upon the nature and degree of the
interest, and courts have often differed as to whether the demonstrated personal interest affects the availability of the business
v. Dunhill Int'l, Inc., 249 A.2d 427, 430-31 (Del. Ch. 1968); Zokoych v. Spaulding, 36
Ill. App. 3d 654, 664-65, 344 N.E.2d 805, 814 (1st Dist. 1976); Fill Bldgs., Inc. v.
Alexander Hamilton Life Ins. Co., 396 Mich. 453, 460, 241 N.W.2d 466, 469 (1976);
Schwartz v. Marien, 37 N.Y.2d 487, 492, 335 N.E.2d 334, 338, 373 N.Y.S.2d 122, 127
(1975); Russo v. Zaharko, 53 A.D.2d 663, 666, 385 N.Y.S.2d 105, 108 (2d Dep't 1976).
98. See, e.g., Trans World Airlines, Inc. v. Summa Corp., 374 A.2d 5, 9 (Del. Ch.
1977); Chasin v. Gluck, 282 A.2d 188, 192 (Del. Ch. 1971); Gans v. Marlowe Pen
Co., 112 Ill. App. 2d 52, 60, 250 N.E.2d 811, 814 (1st Dist. 1969).
99. See, e.g., Singer v. Magnavox Co., 380 A.2d 969, 980 (Del. 1977); Sterling v.
Mayflower Hotel Corp., 33 Del. Ch. 293, 298, 93 A.2d 107, 109-10 (Sup. Ct. 1952);
Tanzer v. International Gen. Indus., Inc., 402 A.2d 382, 386 (Del. Ch. 1979).
100. See Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971); Trans
World Airlines, Inc. v. Summa Corp., 374 A.2d 5, 9 (Del. Ch. 1977).
101. See cases note 97 supra.
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judgment defense.1 0 2 For example, does a director's ownership of
stock in the corporation of which he or she is a director constitute
a vitiating personal interest in a merger or sale of assets? If through
such stock ownership a director is able to personally secure either
the whole or any part of the corporate assets other than on a
prorata basis with all other stockholders, it does. 10 3 If, however,
the effects of the transaction fall equally on all stockholders, the
collateral personal advantage gained by the director will not necessarily eliminate the business judgment defense. 104
An analogous personal interest in a transaction may arise
where a director who is also an employee will continue in that or a
similar capacity after the corporation is sold to or merged with another company. It has been suggested that the continuance of such
a director in a similar capacity with the purchaser or survivor corporation will not destroy the presumption of good faith business
judgment,1 0 5 Those statements may be overly broad. If the continuance of employment is not prearranged and made a condition of
the transaction by the director, and if there is no significant personal
gain in the form of prearranged increased compensation, the "personal benefit" of continued employment for which the director
renders services commensurate in value to the compensation does
not deprive the director of the business judgment defense. 106
However, where the director makes his or her continued employment by the purchaser or survivor corporation a condition to the
transaction, or significant and direct personal benefit is derived
from it in the form of increased compensation or other payment,
the director receiving such benefit should not be protected by the
business judgment defense. 107
The mere ability to control, as opposed to the actual exercise
102. Compare Harman v. Willbern, 520 F.2d 1333 (10th Cir. 1975), with
McDonnell v. American Leduc Petroleums, Ltd., 491 F.2d 380 (2d Cir. 1974); com-

pare Herald Co. v. Seawell, 472 F.2d 1081 (10th Cir. 1972), with Herald Co. v.
Bonfils, 315 F. Supp. 497 (D. Colo. 1970), rev'd, 472 F.2d 1081 (10th Cir. 1972).

103.

See, e.g., Singer v. Magnavox Co., 380 A.2d 969 (Del. 1977); Tanzer v. In-

ternational Gen. Indus., Inc., 379 A.2d 1121 (Del. 1977). See also cases note 97
supra.
104. Cottrell v. Pawcatuck Co., 36 Del. Ch. 169, 172-74, 128 A.2d 225, 227-28
(Sup. Ct. 1956); Gimbel v. Signal Companies, Inc., 316 A.2d 599, 609-10 (Del. Ch.),
aff'd, 316 A.2d 619 (Del. 1974); Allied Chem. & Dye Corp. v. Steel & Tube Co.,
14 Del. Ch. 1, 18, 120 A. 486, 493 (Ch. 1923).

105. See, e.g., Cropper v. North Cent. Texas Oil Co., 35 Del. Ch. 198, 204, 114
A.2d 231, 234 (Ch. 1955).

106. See, e.g., Mitchell v. Highland-Western Glass Co., 19 Del. Ch. 326, 328-29,
167 A. 831, 832-33 (Ch. 1933).
107. Id.
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of control, also will not vitiate the business judgment rule defense,
nor will the mere existence of interlocking boards of directors.' 08
Rather, an actual manipulation or exercise of control must be
shown before the benefits of the business judgment rule are lost.
Illustrative is Puma v. Mariott,10 9 where the court sustained
Mariott Corporation's purchase of all the stock of six companies
principally owned by members of the Mariott family, who owned
forty-four percent of Mariott's outstanding stock."i 0 Plaintiff alleged that the case involved insiders dealing with their corporation,
and thus the proper standard by which to judge the transaction
was intrinsic fairness. The court disagreed, noting that although the
Mariott family owned forty-four percent of the stock, plaintiff had
failed to show that the Mariott family dominated the outside directors, who constituted a majority of the whole board and had proposed and negotiated the transaction."' Accordingly, the court refused to disturb the judgment of the outside directors, whose
independence was unchallenged and who had valued the property
of the companies to be acquired based upon appraisals, analyses,
information, and opinions provided by independent experts, whose
12
qualifications were unquestioned.
In summary, those directors whose judgment is untainted by
any personal interest are entitled to the benefits of the business
judgment rule. Moreover, their determination may have the further effect of insulating from liability interested directors, who in
the absence of independent directors favoring the transaction
would have the burden of establishing its intrinsic fairness. Where
a complaining stockholder charges that a director has a personal interest, it is necessary for the court to assess the nature and degree
of that interest to determine whether or not it eliminates business
judgment as a defense.
Exercise Of Due Care
Those who criticize the business judgment rule (for the most
part, those who advocate replacing, in varying degrees, state corporate law with federal corporate law) frequently do so in the context of the standard of care that a director must exercise in the per108. See, e.g., Kaplan v. Centex Corp., 284 A.2d 119, 122-23 (Del. Ch. 1971);
Puma v. Marriott, 283 A.2d 693, 695 (Del. Ch.1971).

109. 283 A.2d 693 (Del. Ch. 1971).
110. Id. at 696.

111. Id.
112. Id.
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formance of his or her duties, and generally on the ground that the

standard is intolerably low. 113 To so criticize the business judgment
rule only highlights the misunderstanding that exists about the

rule, for it equates the rule's standard-of-care element with the
rule itself, which is not the case at all. The distinction is well

framed in Casey v. Woodruff:"

4

The question is frequently asked, how does the operation of
the so-called 'business judgment rule' tie in with the concept of
negligence? There is no conflict between the two. When courts
say that they will not interfere in matters of business judgment,
it is presupposed that judgment-reasonable diligence-has in
fact been exercised. A director cannot close his eyes to what is
going on about him in the conduct of the business of the corporation and have it said that he is exercising business judgment.
Courts have properly decided to give directors a wide latitude in
the management of the affairs of a corporation provided always
that judgment, and that means an honest, unbiased judgment, is
reasonably exercised by them. 115
The business judgment rule thus only protects a director from

the consequences of a decision if, among other things, the decision
was made on the basis of all relevant facts, including those facts he

or she should have known had due care been exercised."

6

A di-

rector who does not take a reasonable amount of trouble acquire the

relevant and available facts relating to a proposed transaction cannot
113.

See, e.g., R. NADER, M. GREEN & J. SELIGMAN, supra note 2; Cary, Fed-

eral Minimum Standards,supra note 2; Cary, Federalismand CorporateLaw, supra
note 2; Jennings, Federalizationof Corporate Law: Part Way or All the Way, 31
Bus. LAW. 991 (1976); Schwartz, A Case for Federal Charteringof Corporations,31
Bus. LAW. 1125 (1976).
114. 49 N.Y.S.2d 625 (Sup. Ct. 1944).
115. Id. at 643. This distinction has found some criticism. See M. FEUER, PERSONAL LIABILITIES OF CORPORATE OFFICERS AND DIRECTORS 19-22 (1961); Lewis,

supra note 83, at 170. The objection is that the judgment is limited to diligence only,
with no concern given to prudence, i.e., some modicum of intelligence. The court in
Casey, however, called for "an honest, unbiased judgment . . . reasonably exercised." 49 N.Y.S.2d at 643 (emphasis added). That a need for prudence eixsts is
clearly illustrated in Barr v. Wackman, 36 N.Y.2d 371, 329 N.E.2d 180, 368 N.Y.S.2d
497 (1975). See also Lutz v. Boas, 39 Del. Ch. 585, 608-10, 171 A.2d 381, 395-96 (Ch.
1961); Francis v. United Jersey Bank, 162 N.J. Super. 355, 369-71, 392 A.2d 1233,
1240-41 (Law Div. 1978), aff'd, 171 N.J. Super. 34, 407 A.2d 1253 (1979).
116. See, e.g., Nanfito v. Tekseed Hybrid Co., 341 F. Supp. 240, 244 (D. Neb.
1972), aff'd, 473 F.2d 537 (8th Cir. 1973); Lutz v. Boas, 39 Del. Ch. 585, 171 A.2d
381 (Ch. 1961); Syracuse Television, Inc. v. Channel 9, Syracuse, Inc., 51 Misc. 2d
188, 196, 273 N.Y.S.2d 16, 27 (Sup. Ct. 1966); Platt Corp. v. Platt, 42 Misc. 2d 640,
643, 249 N.Y.S.2d 1, 6 (Sup. Ct. 1964).
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defend the challenged action on the ground that he or she exercised business judgment. 117 It is one thing to make a decision, and
another thing to make an informed decision. It is only the latter
type of decision that the business judgment rule protects.
The standard of care required of a director has been the subof
ject much able comment over the years, 118 and it is not the purpose of this Article to settle the issue of the precise degree of care
appropriate for directors. It is observed, however, that the standard of care required by courts does not, in Delaware or in most
states, approach the abysmally low standards that many commentators have suggested. 119 The essence of the modem cases and ex117. Stem v. Lucy Webb Hayes Nat'l Training School for Deaconesses and
Missionaries, 381 F. Supp. 1003, 1013-14 (D.D.C. 1974).
118. See, e.g., Adkins & Janis, Some Observations on Liabilities of Corporate
Directors,20 Bus. LAw. 817 (1965); Bulbulia & Pinto, Statutory Responses to Interested Directors' Transactions:A Watering Down of Fiduciary Standards?, 53 NOTRE
DAME LAW. 201 (1977); Calfas, Boards of DirectorsA New Standardof Care, 9 LoY.
L.A. L. REv. 820 (1976); Caplin, Outside Directorsand Their Responsibilities:A Program for the Exercise of Due Care, 1 J. CORPORATION L. 57 (1975); Conard, A
Behavioral Analysis of Directors' Liability for Negligence, 1972 DuKE L.J. 895;
Coombe, supra note 6; Dyson, The Director'sLiability for Negligence, 40 IND. L.J.
341 (1965); Handler & Christy, Texas Corporate Directors' Standard of Care and
Right to Rely: A Proposed Modification, 8 TEx. TECH. L. REV. 291 (1976);
Hershman, supra note 6; Loyer, Negligent Management of Corporations,9 CLEV.MAR. L. REV. 554 (1960); Lynch, Diligence of Directors in the Management of Corporations,3 CAL. L. REv. 21 (1914); Rhoads, PersonalLiability of Directorsfor Corporate Mismanagement, 65 U. PA. L. REv. 128 (1916); Stem, The General Standard
of Care Imposed on Directors Under the New California General CorporationLaw,
23 U.C.L.A. L. REv. 1269 (1976); Trebilock, The Liability of Company Directorsfor
Negligence, 32 MOD. L. REV. 499 (1969); Comment, Trends in Corporate Director
Liability, 17 S.D. L. REv. 468 (1972); Comment, Factors That Limit the Negligence
Liability of a CorporateExecutive or Director, 1967 U. ILL. L.F. 341; Note, Liability of Directorsfor Negligent Mismanagement, 82 U. PA. L. REv. 364 (1934) [hereinafter cited as Liability for Negligent Mismanagement]; Note, Standard of Diligence
of Corporate Directors in Pennsylvania, 10 U. PTT.L. REV. 370 (1949). See also
Annot., 25 A.L.R.3d 941 (1969).
119. Much of the criticism centers on the frequent use by the courts of the term
"gross negligence." See, e.g., Sellers v. Head, 261 Ala. 212, 216, 73 So. 2d 747, 750
(1954); Holland v. American Founders Life Ins. Co., 151 Colo. 69, 75, 376 P.2d 162,
166 (1962); Penn Mart Realty Co.v. Becker, 298 A.2d 349, 351 (Del. Ch.1972); Lutz
v. Boas, 39 Del. Ch. 585, 609-10, 171 A.2d 381, 396 (Ch.1961); Murphy v. Hanlon,
322 Mass. 683, 79 N.E. 292 (1948); W. FLETCHER, supra note 12, § 1034. The use of
the term "gross negligence" leads to confusion: Although no definite meaning is attached to those words, they suggest a standard far lower than what the courts really
apply. See Briggs v. Spaulding, 141 U.S. 132 (1891). American courts would have
done well to have followed their English counterparts. In 1843 it was observed that
"'gross negligence' is the same thing as 'negligence' with the addition of a vituperative epithet," Wilson v. Brett, 152 Eng. Rep. 737, 739 (1843), and in 1866, Chief Justice Erle referring to the expression, said, "I advisedly abstained from using a word
to which I can attach no definite meaning and no one, as far as I know, ever was
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isting statutes on this subject is distilled in section 35 of the Model
Business Corporation Act. 12 0 Interestingly enough, the standard of
care found in the Model Act is not appreciably different from the
standard of care set forth in the early cases of Percy v. Millaudon,12 1 Godbold v. Branch Bank, 12 2 and Hodges v. New

23
England Screw Co. 1

Abuse Of Discretion
If a court determines that the directors' business decision is
not the product of an honest exercise of sound judgment, the court
will enjoin the transaction or hold directors liable for the conseable to do so," Grill v. General Iron Screw Collier Co., 35 L.R.C.P. 321, 324-25

(1866). The majority view in America supports the standard set forth by the Delaware Supreme Court in Graham v. Allis-Chalmers Mfg. Co., 41 Del. Ch. 78, 188 A.2d
125 (Sup. C't. 1963), that directors must "use that amount of care which ordinarily
careful and prudent men would use in similar circumstances." Id. at 84, 188 A.2d at
130. See ABA-ALI MODEL Bus. CORn'. ACT § 35(b) (rev. ed. 1974); W. FLETCHER,

supra, § 1035.
120. Paragraph 2 of § 35 of the Model Act reads as follows:
A director shall perform his duties as director, including his duties as a
member of any committee of the board upon which he may serve, in good
faith, in a manner he reasonably believes to be in the best interests of the
corporation, and with such care as an ordinarily prudent person in a like position would use under similar circumstances. In performing his duties, a director shall be entitled to rely on information, opinions, reports or statements, including financial statements and other financial data, in each case
prepared or presented by:
(a) one or more officers or employees of the corporation whom the director reasonably believes to be reliable and competent in the matters presented,
(b) counsel, public accountants or other persons as to matters which the
director reasonably believes to be within such person's professional or expert competence, or
(c) a committee of the board upon which he does not serve, duly designated in accordance with a provision of the articles of incorporation
or the by-laws, as to matters within its designated authority, which the
committee the director reasonably believes to merit confidence,
but he shall not be considered to be acting in good faith if he has knowledge concerning the matter in question that would cause such reliance to be
unwarranted. A person who so performs his duties shall have no liability by
reason of being or having been a director of the corporation.
ABA-ALI MODEL Bus. CORP. ACT § 35 (rev. ed. 1974). For state statutes that have
established minimum standards of directorial conduct, see note 12 supra. Failure to
meet the negligence standard of § 35 of the Model Act prevents a director from
meeting the stardard for indemnification found in § 5(b) of the Model Act. See ABAALI MODEL Bus. CORP. ACT §§ 5(b), 35(b) (rev. ed. 1974); Committee on Corporate
Laws, supra note 26. See also Arsht & Hinsey, Codified Standard-Same Harbor
But Chartered Channel, 35 Bus. LAW. (No. 3 Apr. 1980).
121. 8 Mart. (n.s.) 68 (La. 1829). See text accompanying notes 14 & 15 supra.
122. 11 Ala. 191 (1847). See text accompanying notes 16-19 supra.
123. 1 R.I. 312 (1850). See text accompanying notes 20-24 supra.
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quences to the corporation. 124 This particular limitation to the

business judgment rule is, perhaps, not a limitation at all, but simply an application of the fundamental principle behind the rule. An
honest error in judgment is allowed. But a judgment that cannot
be sustained on some rational basis falls outside the protection of
the business judgment rule; the transaction's results may often belie the honest, good faith exercise of judgment.
It is true that if one goes far enough back in history, judicial
statements can be found suggesting that if the subject matter of the
decision is within the directors' discretionary powers and there is
no taint of self-dealing or fraud, directors are not liable regardless
of how poor or injurious their judgment may have been. 125 But it
may not be seriously contended that this is the state of the law as
126
it exists today, or even as it has existed in this century.
Many cases involving this limitation center on the evaluation
of corporate assets in the context of a merger or purchase or sale of
corporate assets. 12 7 In this respect, the courts have generally held
that if the value or price determined by the directors falls within a
range of values or prices in which reasonable people, fully in-

formed, could differ in opinion, then the directors' business judg124. Gimbel v. Signal Companies, Inc., 316 A.2d 599, 610 (Del Ch.) (citing Allied Chem. & Dye Corp. v. Steel & Tube Co., 14 Del. Ch. 1, 19, 120 A. 486, 494 (Ch.
1923)), aff'd, 316 A.2d 619 (Del. 1974).
125. See, e.g., Spering's Appeal, 71 Pa. 11, 24 (1872). For a more recent example, see Everett v. Phillips, 288 N.Y. 227, 233-34, 43 N.E.2d 18, 20 (1942) (dictum).
Notwithstanding such statements, however, the facts rarely support the extreme language used. Even in Spering's Appeal, it would appear that although the business
judgment of the directors was indeed poor, as events turned out, they exercised
some care by relying upon advice of counsel and their actions were not reckless or
imprudent at the time.
126. The extreme of Spering'sAppeal was laid to rest in Pennsylvania in 1933
by the enactment of a statutory standard of conduct. PA. STAT. ANN. tit. 15, § 1408
(Purdon Supp. 1979-1980). Even before then, the Pennsylvania courts showed a
marked desire to avoid the rule's excess. See, e.g., Loan Soc'y v. Eavenson, 248 Pa.
407, 94 A. 121 (1915); Cornell v. Seddinger, 237 Pa. 389, 85 A. 446 (1912), cited in
Rhoads, supra note 118, at 136-37. Earlier, Spering's Appeal had been rejected by
the New York Court of Appeals in Hun v. Cary, 82 N.Y. 65 (1880). See also Adkins &
Janis, supra note 118; Uhlman, supra note 83; Comment, Liability for Negligent
Mismanagement, supra note 118.
127. E.g., Cottrell v. Pawcatuck Co., 36 Del. Ch. 169, 128 A.2d 225 (Sup. Ct.
1956); Gimbel v. Signal Companies, Inc., 316 A.2d 599 (Del. Ch.), aff'd, 316 A.2d
619 (Del. 1974); Muschel v. Western Union Corp., 310 A.2d 904 (Del. Ch. 1973);
Puma v. Marriott, 283 A.2d 693 (Del. Ch. 1971); Marks v. Wolfson, 41 Del. Ch. 115,
188 A.2d 680 (Ch. 1963); Mitchell v. Highland-Western Glass Co., 19 Del. Ch. 326,
167 A. 831 (Ch. 1933); Allaun v. Consolidated Oil Co., 147 A. 257 (Del. Ch. 1929);
Robinson v. Pittsburgh Oil Ref. Corp., 14 Del. Ch. 193, 126 A. 46 (Ch. 1924); Allied
Chem. & Dye Corp. v. Steel & Tube Co., 14 Del. Ch.64, 122 A. 142 (Ch. 1923).
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ment will not be disturbed by the court.12 8 On the other hand, a

court will interfere with the discretion vested in the board of directors upon a finding that the directors' judgment was arbitrary,
resulted from a reckless disregard of the corporation's and its stockholders' best interests, or was simply so far removed from the
129
realm of reason that it cannot be sustained.
One of the most significant cases in this area is Gimbel v. Signal Companies, Inc.' 30 In Gimbel, a stockholder of Signal Companies sought to enjoin the sale of a Signal subsidiary by Signal to Burmah Oil, Inc., a stranger to Signal. 131 Plaintiff charged that the
sale price of $480 million was too far below the property's fair value, $761 million. Significantly, the court commenced its inquiry by
acknowledging the existence of a presumption that the board of directors acted in good faith in approving the sale, and that their
judgment would not be disturbed if it could be attributed to a rational business purpose. 132 But the court further emphasized that
"[tihis does not mean, however, that the business judgment rule
irrevocably shields the decisions of corporate directors from chal128. E.g., Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971) ("business judgment... will not be disturbed if [it] can be attributed to any rational business purpose"); Cottrell v. Pawcatuck Co., 36 Del. Ch. 169, 184, 128 A.2d 225, 233
(Sup. Ct. 1956) ("the directors acted within the reasonable limits of business judgment"); Gimbel v. Signal Companies, Inc., 316 A.2d 599, 615 (Del. Ch.) ("reasonable
and reasoned decision"), aff'd, 316 A.2d 619 (Del. 1974); Puma v. Marriott, 283 A.2d
693, 696 (Del. Ch. 1971) ("since the transaction complained of was accomplished as
a result of the exercise of independent business judgment of the outside, independent directors whose sole interest was the furtherance of the corporate enterprise,
the court is precluded from substituting its uniformed opinion for that of the experienced, independent board members"); Robinson v. Pittsburgh Oil Ref. Corp., 14
Del. Ch. 193, 202, 126 A. 46, 49 (Ch. 1924) ("whether or not the others would
agree that the directors displayed sound judgment in rejecting the Hood offer to collect the notes and accounts for this reason, it nevertheless cannot be said that their
action was so unreasonable as to be removed entirely from the realm of the exercise
of honest and sound business judgment.").
129. E.g., Cottrell v. Pawcatuck Co., 36 Del. Ch. 169, 184, 128 A.2d 225, 233
(Sup. Ct. 1956) ("plaintiff has failed to show any such gross inadequacy of price as
would justify an inference of reckless disregard of the rights of the minority stockholders"); Gimbel v. Signal Companies, Inc., 316 A.2d 599, 611 (Del. Ch.) ("The
question is: did the Signal directors act recklessly in accepting a wholly inadequate
price for Signal Oil?"), aff'd, 316 A.2d 619 (Del. 1974); Muschel v. Western Union
Corp., 310 A.2d 904, 908 (Del. Ch. 1973) ("a reckless indifference to the rights of
others interested"); Puma v. Marriott, 283 A.2d 693, 696 (Del. Ch. 1971) ("Nor can it
be said that their action was in reckless disregard of the interests of the corporation
or the rights of its stockholders for the testimony discloses sound business reasons
for paying the obligation.").
130. 316 A.2d 599 (Del. Ch.), aff'd, 316 A.2d 619 (Del. 1974).
131. Id. at 601.
132. Id. at 608-09.
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lenge."' 3 3 While acknowledging that the cases often used the word
"'fraud" in the business judgment rule context, the court made
clear that "fraudulent misconduct" in this context could be "based
simply on gross inadequacy of price."
Actual fraud, whether resulting from self-dealing or otherwise, is not necessary to challenge a sale of assets. And, although
the language of 'constructive fraud' or 'badge of fraud' has frequently and almost traditionally been used, such language is not
very helpful when fraud admittedly has not been established.
There are limits on the business judgment rule which fall short
of intentional or inferred fraudulent misconduct and which are
based simply on gross inadequacy of price. This is clear even if
134
language of fraud is used.
To further clarify the limits on the directors' discretion, the court
turned to earlier Delaware cases, in particular Allied Chemical &
Dye Corp. v. Steel & Tube Co. ,135 where the court stated that "so
long as the inadequacy of price may reasonably be referred to an
honest exercise of sound judgment, it cannot be denominated as
fraudulent."1 3 6 That is an important point, and one frequently
overlooked by detractors of the business judgment rule. It makes
clear that "fraud" in the context of the business judgment rule does
not refer only to invidious behavior, but also to an absence of reasoned judgment honestly exercised.
The court in Gimbel further analyzed the method by which
the board of directors had authorized the transaction and determined that the board had discharged its duty to make a reasonable
investigation into the value of the subsidiary and the terms of the
transaction.' 3 7 But the court also found elements suggesting imprudence that called into question whether the directors had performed "their fiduciary obligation as directors to make an informed
judgment of approving the transaction."'138 Of particular concern
to the court-was the speed with which the final transaction was
presented to the board and with which the board acted. On balance, the court concluded that the plaintiff was unable to show a reasonable probability that he could pierce the business judgment
133. Id. at 609.
134. Id. at 610.
135. 14 Del. Ch. 1, 120 A. 486 (Ch. 1923).
136. Id. at 19, 120 A. at 494, quoted in Gimbel v. Signal Companies, Inc., 316
A.2d at 610.
137. 316 A. 2d at 615.
138. Id. at 614.

http://scholarlycommons.law.hofstra.edu/hlr/vol8/iss1/6

32

Arsht: The Business Judgment Rule Revisited
19791

BUSINESS JUDGMENT RULE

standard. However, that did not end the court's inquiry; the court
asked: "[D]id the Signal directors act without the bounds of reason
and recklessly in approving the price offer of Burmah?"'' 39 The court
then considered the great disparity in price and concluded that
fuller investigation at trial into the fair value was necessary. Therefore plaintiff was entitled to a preliminary injunction to maintain
140
the status quo until after trial.
It is obvious from Gimbel that if the business judgment rule
functioned to preclude any inquiry into a decision by a board of directors, the injunction would not have been issued. It was established
to the court's satisfaction that there were no vitiating personal interests and that it was improbable that plaintiff could impeach the
exercise of business judgment, at least to the extent that plaintiff
would be able to show that the directors had acted without due
care. What led the court to interfere was not the absence of the exercise of business judgment, but a state of facts that, if proved,
would demonstrate that the value of the property being sold so far
exceeded the agreed sale price that the directors' judgment constituted an abuse of discretion.
The situation in Thomas v. Kempner 14 1 is even more striking.
There, the refusal of the board of directors to consider a subsequent competing offer on the same terms but at a higher price led
the court to enjoin the proposed sale of assets. Although the court
linked the failure of business judgment to the unwillingness of the
board of directors to use competitive bidding in the sale of the
company's assets, central to the court's decision was the notion that
when faced with two offers to purchase the company's property
that are identical in all respects except price, acceptance of the
lesser of the two offers has no conceivable justification.
Because of the limitations placed on the directors' discretion if
they are to have the benefit of the business judgment rule, the
rule does not preclude inquiry, but instead mandates inquiry into
the facts and circumstances of a challenged transaction to such extent as may be necessary to enable the court to ascertain whether
the director's decision was an exercise of informed, reasoned judgment or an arbitrary or reckless decision. As the Third Circuit recently observed, 14
139.
140.
141.
142.

Id. at 615.
Id. at 617-18.
No. 4138, slip op. at 11-13 (Del. Ch. Mar. 22, 1973).
Cramer v. General Tel. & Elee. Corp., 582 F.2d 259 (3d Cir. 1978).
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w]e do not think that the business judgment of the directors
should be totally insulated from judicial review. In order for the
directors' judgment to merit judicial deference, that judgment
must have been made in good faith and independently of any influence of those persons suspected of wrongdoing. In addition,
where the shareholder contends that the directors' judgment is
so unwise or unreasonable as to fall outside the permissible
bounds of the directors' sound discretion, a court should, we
think, be able to conduct its own analysis of the reasonableness
143
of that business judgment.
In conducting its own analysis of the reasonableness of the directors' business judgment, the court does not attempt to decide
whether it agrees with the directors' judgment. The court determines only whether there is a reasonable basis for the directors'
decision.
Perhaps the clearest recent example of the purpose and scope
of the judicial inquiry appears in Auerbach v. Bennett, 1 44 a derivative suit against directors of General Telephone and Electronics
Corporation to recover for improper payments abroad. Applying the
business judgment rule, the New York trial court dismissed the suit
because a special three-man committee of outside directors had decided not to sue. 145 The appellate division reversed the trial court's
dismissal and remanded for a more complete investigation of the
manner in which the special committee's decision not to sue had
been reached.' 4 6 Specifically, the court was concerned with the
depth and amplitude of the investigation conducted by the
committee and the emphasis it had placed on various factors such
as the reasons for the payments, the advantges and disadvantages
to the corporation, the extent of participation or profit by the individual defendants, and whether public confidence would be fostered by continuing the litigation.' 4 7 The appellate division also
registered its concern that outside directors might well be hesitant
48
to sue their fellow directors.1
The New York Court of Appeals disagreed with the appellate
division and dismissed the suit.' 4 9 The court noted that the sub143. Id. at 275.
144.

47 N.Y.2d 619, 393 N.E.2d 994, 419 N.Y.S.2d 920 (1979), rev'g 64 A.D.2d

98, 408 N.Y.S.2d 83 (2d Dep't 1978).
145. 64 A.D.2d at 103, 408 N.Y.S.2d at 85.
146. Id. at 101, 108-09, 408 N.Y.S.2d at 84, 88-89.
147. Id. at 107, 408 N.Y.S.2d at 87-88.
148. Id.
149. 47 N.Y.2d at 636, 393 N.E.2d at 1004, 419 N.Y.S.2d at 930.
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stantive decision of the committee, involving the weighing of legal,
ethical, commercial, promotional, public relations, fiscal, and other
concerns, fell squarely within the business judgment doctrine.' 50
Although refusing to inquire into which factors the committee considered or the relative weight accorded them, the court felt
equipped to inquire into the methodologies and procedures best
suited to the committee's investigation. 15 1 The committee had engaged special counsel to guide and advise it, had reviewed the
prior work of the company's audit committee, and had separately
interviewed each director who had participated in the questioned
payments. These procedures and methodologies were held neither
insufficient nor infirm. 52 Finally, the court noted that disqualification of the entire board would render the company powerless to
make an effective business decision about the prosecution of a de53
rivative action.
Lack of Good Faith
A director may also lose the benefit of the business judgment
rule if plaintiff proves that the director's challenged decision was
prompted by improper motive, that the director was not truly independent from an interested party, or any other circumstance
demonstrating a lack of good faith. There are no hard and fast rules
in this area. Whether a particular circumstance other than selfdealing or other direct personal interest in the transaction makes
the business judgment rule inapplicable depends upon the facts of
each case.
Perhaps the most prevalent forms of bad faith or improper

motive charged by plaintiffs are improper attempts by directors to
preserve themselves in office' 54 and a lack of independence from
controlling figures necessary to a good faith business judgment.' 5 5
150.

Id. at 633, 393 N.E.2d at 1002, 419 N.Y.S.2d at 928.

151. Id. at 634, 393 N.E.2d at 1002-03, 419 N.Y.S.2d at 929.
152. Id. at 635, 393 N.E.2d at 1003, 419 N.Y.S.2d at 929-30.
153. Id. at 633, 393 N.E.2d at 1002, 419 N.Y.S.2d at 928. It should be noted that
the court treated the committee's judgment as if it were a decision by the whole
board about the management of the company's affairs.
154. See, e.g., Cheff v. Mathes, 41 Del. Ch. 494, 199 A.2d 548 (Sup. Ct. 1964);
Bennett v. Propp, 41 Del. Ch. 14, 187 A.2d 405 (Sup. Ct. 1962); Kaplan v. Goldsamt,
380 A.2d 556 (Del. Ch. 1977); Baron v. Allied Artists Pictures Corp., 337 A.2d 653
(Del. Ch. 1975); Kors v. Carey, 39 Del. Ch. 47, 158 A.2d 136 (Ch. 1960).
155. See, e.g., Kaplan v. Centex Corp., 284 A.2d 119 (Del. Ch. 1971); Chasin v.
Gluck, 282 A.2d 188 (Del. Ch. 1971); Swenson v. Thibaut, 39 N.C. App. 77, 250
S.E.2d 279 (1978); Auerbach v. Bennett, 64 A.D.2d 98, 408 N.Y.S.2d 83 (2d Dep't
1978), rev'd, 47 N.Y.2d 619, 393 N.E.2d 994, 419 N.Y.S.2d 920 (1979).
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Where a plaintiff can establish that the directors have authorized a
transaction solely or primarily to preserve their control over the
corporation, the business judgment defense is not available, even if
the transaction could reasonably have been believed to be in the
corporation's best interests at the time it was authorized. 156 Conversely, if the effect of perpetuating control is merely incidental to
a transaction authorized by the directors primarily with a view to
the corporation's interests, the business judgment rule protects the
authorizing directors. 157 This distinction comports with the underlying purposes of the business judgment rule: A rule designed to
protect directors in the honest exercise of their business judgment
should not apply where such judgment is brought to bear only as
an ex post facto justification for action taken primarily for personal
reasons, such as to preserve oneself in office. The rule should,
however, protect actions motivated by business considerations,
In recent years, shareholders have brought class and derivative actions against
directors for their opposition to proposed tender offers for shares at prices substantially in excess of the current market prices, charging directors with bad faith and improper motives. This author is aware of only one such case that has been decided on
its merits. Panter v. Marshall Field & Co., No. 78 C-537 (N.D. II. Mar. 3, 1980). See
GM Sub Corp. v. Liggett Group, Inc., No. 6155 (Del. Ch. Apr. 25, 1980) ("not every
action taken by a Board of Directors to thwart a tender offer is to be condemned").
See also Treadway Companies, Inc. v. Care Corp., [current] FED. SEC. L. REP.
(CCH) 97,188 (S.D.N.Y. Nov. 29, 1979); Northwest Indus., Inc. v. B.F. Goodrich
Co., 301 F. Supp. 706 (N.D. Ill. 1969).
156. After determining that a transaction was motivated solely or primarily by
the personal concerns of directors to preserve their control over the corporation, the
courts do not inquire into the transaction's desirability from the corporation's standpoint; the absence of business justification inevitably suggests the presence of improper motive. See, e.g., Bennett v. Propp, 41 Del. Ch. 14, 20, 187 A.2d 405, 408
(Sup. Ct. 1962); Petty v. Penntech Papers, Inc., 347 A.2d 140, 143 (Del. Ch. 1975);
Carr v. Interstate Cemetery Co., No. 3652, slip op. at 8 (Del. Ch. Feb. 1, 1972);
Condec Corp. v. Lunkenheimer Co., 43 Del. Ch. 353, 363-65, 230 A.2d 769, 776-77
(Ch. 1967); In re Seminole Oil & Gas Corp., 38 Del. Ch. 246, 251-52, 150 A.2d 20, 24
(Ch. 1959). The absence of the business judgment defense need not yield a recovery
of damages; a transaction undertaken by the directors solely or primarily for personal
reasons may yield a corporate benefit, thereby precluding a finding of damage. See,
e.g., Kors v. Carey, 39 Del. Ch. 47, 57, 158 A.2d 136, 142 (Ch. 1960); Yasik v.
Wachtel, 25 Del. Ch. 247, 256-57, 17 A.2d 309, 313 (Ch. 1941).
157. See, e.g., McPhail v. L.S. Starrett Co., 157 F. Supp. 560, 563 (D. Mass.
1957) (adoption of stock option plan), aff'd, 257 F.2d 388 (1st Cir. 1958); Cheff v.
Mathes, 41 Del. Ch. 494, 504, 199 A.2d 548, 554 (Sup. Ct. 1964) (repurchase of
shares); Kaplan v. Goldsamt, 380 A.2d 556, 569 (Del. Ch. 1977) (repurchase of
shares); Baron v. Allied Artists Pictures Corp., 337 A.2d 653, 659 (Del. Ch. 1975) (refusal to declare preferred stock dividends); Condec Corp. v. Lunkenheimer Co., 43
Del. Ch. 353, 363-64, 230 A.2d 769, 776 (Ch. 1967) (issuance of stock); Aldridge v,
Franco-Wyoming Sec. Corp., 28 Del. Ch. 320, 327-28, 42 A.2d 879, 882 (Ch. 1945)
(issuance of shares); Hall v. Trans-Lux Daylight Picture Screen Corp., 20 Del. Ch.
78, 84-85, 171 A. 226, 228-29 (Ch. 1934) (proxy contest expenditures).
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even if such actions incidentally serve to perpetuate corporate control by their proponents.
Subservience to controlling figures similarly vitiates the business judgment rule. In Swenson v. Thibaut,1 58 stockholders sued
derivatively former and present directors and officers for damages
stemming from alleged mismanagement. 159 In their defense, the
defendant directors asserted that an independent litigation
committee of nondefendant directors had determined that the corporation should not sue the defendant directors and such determination constituted a business judgment which precluded maintenance of the derivative action. 1 60 The court rejected the defense,
holding that the determination of the litigation committee was not
in good faith for the following reasons:1 6 1 Many of the defendants
were present board members; the three disinterested directors appointed as the litigation evaluation committee were not vested with
plenary powers but were only an advisory group whose task was to
report to the board; at the same meeting at which the committee
was formed the full board voted to vigorously resist the plaintiff's
derivative action; the company filed motions prior to the appointment of the committee to disqualify the plaintiff's attorneys; and
there was no evidence in the record of any independent judgment
exercised by the committee. Because the business judgment of the
litigation committee not to prosecute the corporation's claims
against the defendant directors and officers was held to have been
influenced by the committee's relationship to the defendant directors, it was found not to be in good faith. 162 Consequently the
committee's determination did not cause the derivative action to be
dismissed, as would have been the case if the court had applied
the business judgment rule. 163
Bad faith may preclude the application of the business judgment defense where directors knowlingly violate a statute or comparable expression of public policy, even if such a violation is
158.
159.

39 N.C. App. 77, 250 S.E.2d 279 (1978).
Id. at 82, 250 S.E.2d at 283.

160. Id. at 105, 250 S.E.2d at 297.
161.
162.

Id., 250 S.E.2d at 297-98.
Id. at 106, 250 S.E.2d at 298.

163.

See Cramer v. General Tel. & Elec. Corp., 582 F.2d 259 (3d Cir. 1978);

Auerbach v. Bennett, 47 N.Y.2d 619, 393 N.E.2d 994, 419 N.Y.S.2d 920 (1979). But

see Maldonado v. Flynn, No. 4800 (Del. Ch. Mar. 18, 1980) (once derivative action
against directors for breach of fiduciary duty is commenced, independent, nondefendant directors lack authority to terminate litigation).
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undertaken in the corporation's best interests. 164 The defense may
prevail where directors' actions motivated by the corporate welfare
are not clearly contrary to law when taken. 165 Where illegality is
clear, however, the courts will not give such conduct by directors
the benefit of a presumption against liability. Such benefit would
contravene the spirit of statutes governing indemnification of directors, which explicitly preclude indemnification for any criminal
action unless the director "had no reasonable cause to believe that
66
his conduct was unlawful."'
Thus, in the absence of the business judgment defense, directors are liable to the corporation for losses sustained by the corporation because of knowingly illegal conduct. It is a closer question,
and one on which the courts appear divided, as to whether directors may claim a setoff against such liability by establishing that the
corporation received benefits from the illegal conduct in ques67
tion.1
The Business Judgment Presumption
The business judgment rule is sometimes expressed as a factual presumption' 68 in favor of directors: The court will presume,
until shown otherwise, that the directors have in fact exercised, in
good faith, their best business judgment in what they believed to
be the corporation's best interests.169 The presumption, if indeed it
is a true presumption, appears in reality to do little more than to
emphasize that the burden of proof or risk of nonpersuasion rests
164. See Wilshire Oil Co. v. Rifle, 409 F.2d 1277 (10th Cir. 1969); Graham v.
Allis-Chalmers Mfg. Co., 41 Del. Ch. 78, 188 A.2d 125 (Sup. Ct. 1963); Abrams v.
Allen, 297 N.Y. 52, 74 N.E.2d 305 (1947).
165. See Kelly v. Bell, 254 A.2d 62 (Del. Ch. 1969), aff'd, 266 A.2d 711 (Del,
1970); Simon v. Socony Vacuum Oil Co., 179 Misc. 2d 202, 38 N.Y.S.2d 270 (Sup. Ct.
1942), aff'd, 267 A.D. 890, 47 N.Y.S.2d 589 (1st Dep't 1944).
166. DEL. CODE ANN. tit. 8, § 145(a) (Supp. 1974). See, e.g., N.Y. Bus. CoRP.
LAw § 723(a) (McKinney Supp. 1979); ABA-ALI MODEL Bus. CoRP. ACT § 5(a) (rev.

ed. 1974).
167. Compare Roth v. Robertson, 64 Misc. 343, 118 N.Y.S. 351 (Sup. Ct.
1909), with Borden v. Cohen, 231 N.Y.S.2d 902 (Sup. Ct. 1962), and Spinella v.
Heights Ice Corp., 186 Misc. 996, 62 N.Y.S.2d 263 (Sup. Ct. 1946). See also Note,
Pleading and Proof of Damages in Stockholders' Derivative Actions Based on Antitrust Convictions, 64 COLO. L. REV. 174, 178 (1964).
168. A factual presumption is simply a fact presumed to be true once some
other basic fact is found to exist. 9 J. WIOMORE, EVIDENCE § 2490 (3d ed. 1940).
169. See, e.g., Weiss v. Kay Jewelry Stores, Inc., 470 F.2d 1259, 1271 (D.C. Cir.
1972); Warshaw v. Calhoun, 43 Del. Ch. 148, 157-58, 221 A.2d 487, 492-93 (Sup. Ct.
1966); Prince v. Bensinger, 244 A.2d 89, 94 (Del. Ch. 1968); Cropper v. North Cent.
Texas Oil Co., 35 Del. Ch. 198, 202, 114 A.2d 231, 233 (Ch. 1955).
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with the plaintiff who attacks a directorial decision. Further, it tells
the plaintiff what he or she must prove to enjoin a transaction or to
impose personal liability on individual defendants. 1 70
The basic fact necessary to trigger the business judgment
rule's presumption will generally be established by the plaintiff
who seeks to challenge a directorial decision. By showing that an
individual defendant made some decision as a director-a necessary prerequisite to a director's liability-the plaintiff establishes
the basic fact from which the presumption is drawn. Thus, the
effect of the presumption is to raise the business judgment rule
as a defense at the outset and require the plaintiff to establish
one or more of the conditions that will negate the defense. The
hard question is the degree or quality of proof necessary to negate the presumption. Although some cases speak in terms of the
need to present strong evidence or evidence that will "convincingly prove,''7 other cases speak only in terms of "in the absence
of evidence to the contrary." 172 Such general statements, however,
are meaningless outside the context in which they are made. Generally, where the plaintiff attacks the availability of the business
judgment rule because of self-dealing or personal interest, the presumption is overcome when the plaintiff introduces credible evidence upon which to base a conclusion adverse to that of the individual defendants.' 73
The relative strength of the presumption is indicated in Marks
v. Wolfson.174 There, stockholders challenged a sale of corporate
assets that gave the majority stockholder of the parent corporation
a tax advantage denied to public stockholders of the subsidiary corporation.' 75 At the conclusion of plaintiffs' case, the defendants
moved under Delaware Chancery Court Rule 41(b)17 6 for a dis170.

Generally, the existence of the presumed fact continues until evidence has

been introduced that would justify a finding of nonexistence of the presumed fact, at
which point the presumption disappears. J. WIGMORE, supra note 168, § 2490.
171. Karasik v. Pacific E. Corp., 21 Del. Ch. 81, 89, 180 A. 604, 607 (Ch. 1935).
172. Gropper v. North Cent. Texas Oil Co., 35 Del. Ch. 198, 202, 114 A.2d 231,

233 (Ch. 1955). See also Allaun v. Consolidated Oil Co., 16 Del. Ch. 318, 325, 147
A. 257, 261 (Ch. 1929).

173. See, e.g., Marks v. Wolfson, 41 Del. Ch. 115, 188 A.2d 680 (Ch. 1963).
174. Id.
175. Id. at 117-23, 188 A.2d at 681-85.
176. DEL. CH. CT. RULE 41(b), which is in substance identical to FED. R. CIv.

P. 41(b), provides in relevant part: "After the plaintiff has completed the presentation of his evidence, the defendant, without waiving his right to offer evidence in
the event the motion is not granted, may move for a dismissal on the ground that
upon the facts and the law the plaintiff has shown no right to relief."
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missal without prejudice to their right to offer further evidence in
the event that their motion was not granted. In granting dismissal,
the court indicated that it was insufficient for the plaintiffs to have
introduced some evidence in support of their contentions; rather,
in the court's opinion, the plaintiffs were required to prove their
case. 177 Since it is generally recognized that a plaintiff need prove
his or her case only by a preponderance of the evidence, and not
by some greater standard,' 78 the presumption in favor of proper directorial action will not be overcome until the plaintiff introduces
sufficient evidence to permit the trier of fact to find that personal
interest or some other vitiating factor is established by a preponderance of the evidence. It appears that the same standard of a
preponderance of the evidence applies where the plaintiff attempts
to deprive the directors of the business judgment rule defense because the directors failed to exercise the requisite degree of care or
79
because their decision was in some fashion not in good faith. 1
Plaintiffs have the heaviest burden of proof when, being unable to establish self-dealing, other personal interest, lack of due
care, bad faith, or improper motive, they are reduced to attacking
the decision or judgment of the board of directors on the basis of
abuse of discretion-conduct sometimes characterized by the
courts as "constructive fraud."' 180 Historically, to prove fraud or
constructive fraud in civil actions, one must do so by clear and convincing evidence, rather than by a mere preponderance of evi177. In the words of the court:
In conclusion, I am unable to accept plaintiffs' contentions that the burden
has now been shifted to the moving defendants and that Rule 41(b) motions
may not be granted because of the fact that plaintiffs have either introduced
some evidence in support of their contentions or that because of New York
Shipbuilding's fiduciary position as a majority stockholder of Highway
Trailer, its decision to sell caused it to reap a special and unfair benefit. To
apply Rule 41(b) as plaintiffs would have the court do, would, in my opinion, emasculate its obvious purpose in cases of this sort. I say this because
of the presumption in favor of proper directorial action, and the fact that
even where corporate action has been allegedly taken to benefit majority
stockholders the burden of proving bad faith and the like rests on the plaintiff. In other words, plaintiffs, notwithstanding the fiduciary relationships
relied upon, were required to prove their cases.
41 Del. Ch. at 126-27, 188 A.2d at 687 (citation omitted).
178. See generally W. FLETCHER, supra note 12, § 1340.
179. For example, the directors may be dominated by, or lack independence from,
controlling directors or stockholders. See cases note 155 supra.
180. See, e.g., Gimbel v. Signal Companies, Inc., 316 A.2d 599, 610 (Del. Ch.),
aff'd, 316 A.2d 619 (Del. 1974); Marks v. Wolfson, 41 Del. Ch. 115, 123, 188 A.2d
680, 685 (Ch. 1963); Allied Chem. & Dye Corp. v. Steel & Tube Co., 14 Del. Ch. 1,
12, 120 A. 486, 491'(Ch. 1923).
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dence. 1i 8 This rule of quality and quantum of evidence plays a role
in making the plaintiff's burden heavy in establishing that a decision of the board of directors is so lacking in reason that it cannot
be the product of a good faith or honest decision. The problem is
exacerbated because in the realm of business decisions, particularly
those that turn on the value of corporate assets or stock, there is
room for legitimate disagreement. Thus, in such cases, it is generally the plaintiff's burden to prove that the challenged decision by
the directors was so out of line that it can only be attributed to improper motives, reckless indifference,1 8 2 or a deliberate disregard
of the corporation's interests.
Although from an historical perspective, a clear and convincing
evidence standard may be appropriate in abuse of discretion cases,
such a standard is not in fact generally applied. Rather, if a plaintiff
can demonstrate by a preponderance of the evidence that reasonable people could not differ with respect to the inadequacy of the
price or the unconscionable effects of the transaction, then the
transaction will be enjoined or, if consummated and not rescindable, the directors will be held liable.18 3 What may appear at times
as a clear and convincing standard of proof requirement in reality
reflects only the inherent difficulty in proving by a preponderance
of the evidence that a given decision is so unsupportable that it
cannot have been the product of a good faith exercise of business
judgment.
Finally, it should be reiterated that the presumption in favor
of the exercise of good faith business judgment by defendant directors is rebuttable. A plaintiff is never deprived by the business
judgment rule of an opportunity to prove his or her case.
CONCLUSION

It has been the central thesis of this Article that both the critics and the more ardent supporters of the business judgment rule
read too much into the language that the courts have used in
recognizing that the acts of a board of directors are clothed with a
variety of favorable, albeit rebuttable, presumptions. This author's
understanding of the rule may fly in the teeth of some words and
181.
182.

9 J. WIGMORE, supra note 168, § 2498.
Quaere: Is there necessarily a difference in this context between conduct

that is characterized by "indifference" and that which is characterized by "reckless
indifference?" Isn't any "indifference" by a director to the interests of the corpora-

tion or its stockholders "reckless"?
183. See, e.g., Marks. v. Wolfson, 41 Del. Ch. 115, 126, 188 A.2d 680, 687
(Ch. 1963). See generally W. FLETCHER, supra note 12, § 1340.
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phrases in a number of cases. It is true that over the years the
opinions of courts have contained such statements as "[a] board of
directors enjoys a presumption of sound business judgment," 18 4 and
"[the acts of directors are presumptively acts taken in good faith
and inspired for the best interests of the corporation.' 85 Because
of such a presumption, courts have also said that to establish a
breach of the director's duty a plaintiff is required to show
"fraud," 18 6 "palpable overreaching,' 8 7 "reckless indifference,"' 8 8
or "deliberate disregard of the interests of the whole body of stockholders."'1 8 9 However, a careful reading of these opinions suggests
that the term "business judgment rule" and the presumption that
often identifies it mean simply that a stockholder who challenges a
nonself-dealing transaction must persuade the court that the corporation's directors, officers, or controlling stockholders in authorizing
the transaction did not act in good faith, did not act in a manner
they reasonably believed to be in the corporation's best interest, or
did not exercise the care an ordinarily prudent person in a like position would use under similar circumstances.
If a stockholder can prove any one of the three items of misconduct or malfeasance enumerated in the statement of the rule offered earlier, 9 0° there is little doubt that a court would enjoin the
transaction if not consummated, or if consummated, would either
rescind it or render judgment against the directors for the corporation's consequent damages. It is a questionable proposition indeed
that a court would determine that the business judgment rule precludes such action.
If this understanding of the business judgment rule is correct,
then it is not substantively different from the standard articulated
nearly 150 years ago or from section 35 of the Model Business Corporation Act, which has come to be generally accepted as the
proper standard by which to measure a director's performance of
his or her duties. 19 ' Those who argue that the business judgment
rule condones conduct less exacting than that demanded by section
35 of the Model Business Corporation Act misread case law.
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